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The ‘public auditor’: an experiment in 
effective accountability 


John Richard Edwards, Roy A. Chandler and Malcolm Anderson* 


Abstract—Mutual associations were created to provide, through a system of self-help, for the welfare of members 
of the British working class increasingly separated from the family unit characteristic of an agricultural-based 
economy. The appropriate method for protecting the resources required at some future date by the poorly off in 
conditions of need produced a challenge for Parliament. This paper examines the development of the concept of 
the ‘public auditor’ to describe the individuals considered suitable to undertake the audit of mutual associations, 
and the increasing statutory emphasis on the desirability of appointing a person ‘carrying on publicly the business 
of an accountant’ to certify the annual returns made to the Registrar of Friendly Societies. This paper argues that 
statutory recognition of the accountant as a member of a skilled occupational group represents an important stage 
in the professionalisation process. This paper shows that the concept of the public auditor was rejected by most 
mutual associations, while the larger organisations made the voluntary decision to appoint professional accountants 


to undertake the audit function. 


1. Introduction 


A complex array of events conspired to help 
accountancy achieve recognition as one of the new 
professions! designed to provide valued services 
for society in the period of rapid economic 
development and social change that occurred 
during and following the British industrial revo- 
lution.* The 19th century saw important stages in 
the emergence of accountants as an identifiable oc- 
cupational group. One identifiable stage in the 
professionalisation process is believed to be the 
formation of a ‘professional’ body designed to or- 
ganise and regulate the provision of a defined 
range of specialist services (Kirkham and Loft, 
1993: 519). The 1880 Royal Charter application of 
the Institute of Chartered Accountants in England 
and Wales ICAEW, 1881), for example, contains 
the following words: 


*The authors are at the Cardiff Business School. They ap- 
preciate the contributions from participants in a seminar held 
at Deakin University, Burwood Campus, Melbourne, January 
1998 and are grateful for the helpful and constructive com- 
ments of the two anonymous referees. Correspondence should 
be addressed to Professor John Richard Edwards, Cardiff Busi- 
ness School, Colum Drive, Cardiff CF1 3EU, UK. Tel: +44 
(01222 876658, Fax: +44 (0)1222 874419. email ed- 
wardsjr@cardiff.ac.uk. The final version of this paper was ac- 
cepted in December 1998. 

The early development of the British accounting profession 
together with different theoretical explanations for the profes- 
sionalisation process, are summarised in the first four chapters 
of Matthews et al. (1998). 

2 The British industrial revolution is conventionally assigned 
to the period 1760-1830 (Ashton, 1948). 


“That the Profession of Public Accountants 
in England and Wales is a numerous one and 
their functions are of great and increasing 
importance in respect of their employment in 
the capacities of Liquidators acting in the 
winding up of companies and of Receivers 
under decrees and of Trustees in bankrupt- 
cles or arrangements with creditors and in 
various positions of trust under Courts of 
Justice as also in the auditing of the accounts 
of public companies and of partnerships and 
otherwise.’ 


It is well known that the first modern account- 
ancy bodies were formed in Scotland Gn Edin- 
burgh and Glasgow) in 1853, and this organisa- 
tional arrangement was copied in England in the 
1870s with five separate associations formed in 
London (1870 and 1872) and three major northern 
cities (Liverpool, 1870; Manchester, 1871; Shef- 
field, 1897) (Parker, 1986: 15). The rise of the ex- 
ternal audit function has been of central impor- 
tance to the development of the accounting 
profession, both in its own right and because of 
the access provided to accountants for the supply 
of additional services relating to the formation, 
management and liquidation of the business enter- 
prise. The company audit was initially performed 
by shareholders, with the logic of this appointment 
being that their money was at risk from inefficient 
or fraudulent management. 

The effectiveness of the shareholder audit 
(alternatively referred to as a members’ or an 
amateur audit) is likely to have lessened as busi- 
nesses increased in size and the record keeping and 
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financial reporting systems became more complex. 
Their perceived superficiality led them to be dis- 
missed as ‘biscuit and sherry audits’ (Robb, 1992: 
129), with discoveries of error and fraud in the 
management of companies that had been the sub- 
ject of a shareholder audit naturally exploited by 
an emerging accounting profession keen to capture 
such work for qualified accountants. 

The purpose and objective of the nineteenth cen- 
tury audit have been the subject of academic de- 
bate, as has been the nature of the audit work per- 
formed. Much of this discussion has been based 
on secondary source material, with opinions on 
the main thrust of audit objectives varying from a 
preoccupation with the detection of error and 
fraud to a concern with verifying the messages 
contained in published financial reports (Chandler 
et al., 1993; Flint, 1971; Lee, 1979). 

Turning to the nature of the audit work under- 
taken, it seems likely that practices ranged from a 
mere comparison of the balances in financial state- 
ments with those in the books to an in-depth veri- 
fication of transactions, the proper valuation of as- 
sets, liabilities and profit, and an assessment of the 
adequacy of disclosure practices. The general con- 
clusion of the literature is that the shareholder was 
more likely to perform the first type of audit 
(sometimes dubbed the mechanical audit) and the 
professional the latter, but there is clear evidence 
that qualified accountants, and sometimes even the 
profession’s leaders, could not always be relied 
upon to do a thorough job (Chandler and Ed- 
wards, 1996). 

A feature of the rising public status of an oc- 
cupational group is parliamentary recognition of 
its members’ suitability to perform certain special- 
ised tasks (Macdonald, 1995: 191). Accountants 
first achieved this accolade when identified as one 
of the groups suitable for appointment to the po- 
sition of official assignee in bankruptcy by the 
Bankruptcy Act 1831 (1 & 2 Will. 4, c. 56, s. 2). 
Further early evidence of an enhanced public pro- 
file resulted from statutory recognition of a 
possible inability on the part of shareholders to 
undertake an efficient audit. The Companies 
Clauses Consolidation Act 1845, containing adop- 
tive provisions for statutory companies, made it 
‘lawful for the Auditors to employ such Account- 
ants and other Persons as they may think proper, 
at the Expence of the Company’ (7 & 8 Vict., c. 
16, s. 108). 

Corresponding provisions for voluntary adop- 
tion by registered companies were contained in the 
model articles attached to the Joint Stock Com- 
panies Act 1856 (19 & 20 Vict., c. 47, Table B, art. 
83) and the consolidating Companies Act of 1862 
(25 & 26 Vict., c. 89, Table A, art. 93). Where the 
body of shareholders failed to make an audit ap- 
pointment, the Joint Stock Companies Act 1844 
required the Committee of the Privy Council for 


ACCOUNTING AND BUSINESS RESEARCH 


Trade to appoint an auditor on the application of 
a single shareholder (s. 38).3 There was no require- 
ment that the appointee should be an accountant, 
though we might expect that the Board of Trade 
selected this option because we do know that they 
appointed public accountants in response to share- 
holder demands for ‘one or more competent in- 
spectors to examine into the affairs’ of a company 
under the Joint Stock Companies Act 1856 (s. 48).4 

It is the purpose of this paper to examine the 
audit provisions put in place for the protection of 
stakeholders in mutual associations’? during the 
19th century; a period that encompassed a con- 
siderable growth in their economic significance. 
Variety in the nature and size of mutual associa- 
tions gave rise to perceived differential require- 
ments in terms of accounting control, and this 
resulted in significant differences in the arrange- 
ments favoured and put in place by Parliament. 
Also, we find the legislature supporting the adop- 
tion of more stringent audit requirements than 
those stipulated for the business sector. Following 
the passage of the Joint Stock Companies Act 
1856, there were no statutory audit requirements 
imposed on registered companies in general until 
sections 21-23 of the Companies Act 1900 (63 & 
64 Vict., c. 48) took effect. An external audit 
requirement for railways was implied by the Rail- 
way Companies Act 1867 (30 & 31 Vict., c. 127, 
s. 30) and introduced for banks by the Companies 
Act 1879 (42 & 43 Vict., c. 76, s. 7) as part of the 
response to company failure in those business sec- 
tors. In none of these cases was there any indica- 
tion that the audit should be undertaken by an 
accountant. 

This paper explores the idea that mutual society 
legislation might be properly seen as representing 
a major breakthrough in parliamentary recogni- 
tion of accountants as comprising a skilled occu- 
pational group. In particular, we examine Parlia- 
ment’s experimentation with the concept of the 
public auditor and its imposition of requirements 
for the annual return of certain larger friendly 
societies to be certified by an individual ‘carrying 
on publicly the business of an accountant’. 

The remainder of this paper is structured as fol- 
lows. The origin, objects and growth of mutual 
associations during the nineteenth century are first 


3 The model provisions contained in the Joint Stock Com- 
panies Act 1856 required an application to be made by one- 
fifth of all shareholders (art. 81), while those attached to the 
1862 Act specified five shareholders (art. 91). 

4 William Quilter and William Turquand were the permanent 
inspectors appointed by the Board of Trade to investigate and 
report on businesses whose shareholders called management 
into question under the Companies Act 1856 (Bywater, 1985: 
793). 

5 The term ‘mutual associations’, in this paper, covers 
friendly societies, industrial and provident societies and build- 
ing socicties. 
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described. The audit provisions in place and ar- 
rangements made by such organisations circa 
1870, when a Royal Commission was appointed to 
investigate their affairs, are next considered. The 
recommendations of the Commissioners are iden- 
tified and the impact on legislation relating to au- 
dit requirements explored. The paper then exam- 
ines the relevant evidence collected and 
recommendations made as the result of the second 
major inquiry into mutual associations undertaken 
by the Select Committee appointed in 1888 and 
reappointed in 1889. Consequential legislation 1s 
summarised and we then present our concluding 
remarks. The resources used for this study are par- 
liamentary papers covering principally the period 
1871-94, statute law, the works of contemporary 
writers and more recent secondary sources. 


2. Origin, objects and growth of mutual 
associations 


The common objective of mutual associations was 
to provide for mdividual welfare through a system 
of self-help. The humble origin of the friendly so- 
clety is colourfully described by Jones (1904: 2) 
who sees 


‘its beginnings in poor and insignificant 
Sick and Burial Societies, formed years ago 
by “rude forefathers of the hamlet,” gath- 
ered together for social intercourse at the 
village public-house; their inception inspired, 
to a large extent, by the horror with which 
the working class has ever regarded “being 
buried by the parish,” and also in some 
degree, no doubt, by the longing for a showy 
funeral, not extinct even at the present day 
among many of the same class; the ambition, 
as a certain humorist said of himself, to die, 
even though they have not lived, “beyond 
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their means’’’. 


The Friendly Benefit Society of Bethnal Green 
was founded as early as 1687, but it was from 
about 1760 that the number of friendly societies 
began to increase rapidly (Gosden, 1961: 2). The 
growing urbanisation of Britain during the indus- 
trial revolution produced concern that individuals 
were no longer able to rely on family support in 
times of difficulty, thereby increasing the risk of 
greater dependence on provision at the parish 


6 The ‘certain humorist’ referred to is probably Oscar Wilde 
(1854-1900) but, if so, the attribution was the subject of poetic 
licence. A possible remedy for Wilde’s diminishing health in 
later life was thought to be a difficult operation performed by 
a leading surgeon. A huge fee for the operation was mentioned, 
provoking the response: “Ah, well, then, I suppose that I shall 
have to die beyond my means’ (quoted in Sherard, 1906: 421). 
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level.” The preamble to the “Act for the Encourage- 
ment and Relief of Friendly Societies’, 1793, sums 
up the nature of contemporary concerns and how 
they might be alleviated by the success of such 
entities: 


“Whereas the Protection and Encovragement 
of Friendly Societies in this Kingdom, for 
raising by voluntary Subscription of the 
Members thereof, separate Funds for the 
mutual Relief and Maintenance or the said 
Members in Sickness, old Age, and Infirmity, 
is likely to be attended with beneficial Ef- 
fects, by promoting the Happiness of Indi- 
viduals, and at the same Time diminishing 
the publick Burdens, may it therefore please 
your Majesty that it may be enacted...’ (33 
Geo. 3, c. 52) 


It was estimated that 5,117 local clubs had reg- 
istered under the Act by 1801, with very many 
more unregistered societies believed to have been 
in existence at that date (Gosden, 1961: 4). 

Building Societies are thought to date from the 
eighteenth century,® being commonly established 
as terminating societies whose affairs, as the name 
implies, were concluded at a fixed date or when a 
result specified in their rules (usually the building 
of an estate of houses) was attained (Grant-Smith, 
1903: 3)2 The permanent building societies 
evolved out of the terminating societies and, in 
contrast, remained in existence as long as there 
were members to serve and business to be done. 
Building societies were the subject of separate reg- 
ulation from 1836, when an Act designed for their 
encouragement and protection informs us that 
such organisations had been ‘established in differ- 
ent Parts of the Kingdom principally amongst the 
industrious Classes for the Purpose of raising by 
small periodical Subscriptions a Fund to assist the 
Members thereof in obtaining a small Freehold or 
Leasehold Property...’ (6 & 7 Will. 4, c. 32).!° 


7? The Poor Law Act 1601 had imposed on each parish 
‘responsibility for maintaining its own impotent poor, the sick 
and aged, for educating and apprenticing its orphan and de- 
serted children, and for finding useful employment for its own 
unemployed’ (Slater, 1935: 333). 

Š Bellman (1935: 9) tells us that the first building society was 
formed in Birmingham on 3 December, 1781, Price (1958: 14) 
suggests the early 1770s, while Ashworth (1980: 2) believes that 
the Ketley Building Society, Birmingham, was the first to be 
established in or about 1775. 

3 For a detailed explanation of the operation of terminating 
societies, see the evidence presented by James Higham, secre- 
tary of the Fourth City Mutual Building Society to the Com- 
missioners appointed to enquire into Friendly and Benefit 
Building Societies, First Report, BPP 1871, xxv, minute 2850 
et seq. 

10 Early societies, such as that established in Birmingham in 
1781, were actually engaged in building houses, but the word- 
ing of the enabling statute indicates that, by 1836, building 
societies were principally a mechanism for helping the ‘indus- 
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Industrial and provident societies are the third 
mechanism for self-help considered here; the dis- 
tinctive feature being that they undertook trading 
transactions to help achieve their objectives and 
often evolved into formal trading organisations re- 
ferred to as co-operatives. According to a former 
Registrar of Friendly Societies,!1 E. W. Brabrook, 
the label industrial and provident society was ‘in- 
tended to intimate the design that such societies 
should be industrial as making their profits by the 
mutual. personal exertions of the members and 
provident as distributing their profits by way of a 
provision for the future’ (quoted in Chappenden 
1966:1). Such societies were covered by the 
Friendly Societies Acts up to 185212 when the first 
Industrial and Provident Societies Act (15 & 16 
Vict., c. 31) extended their range of permissible 
activities, subject to certain exceptions, to that of 
‘exercising or carrying on in common their respec- 
tive Trades or Handicrafts’. 

The Industrial and Provident Societies Act 1862 
(25 & 26 Vict., c. 87) conferred corporate status 
and limited liability on these bodies which, from 
1867, were allowed to undertake the business of 
banking and to receive small savings deposits from 
members. According to Chappenden, the consoli- 
dating measure—the Industrial and Provident 
Societies Act 1876 (39 & 40 Vict., c. 45}—consti- 
tuted an ‘almost self-contained code of law’ (1966: 
3) and thereby provided ‘the framework of legis- 
lation within which co-operative and similar 
societies’ could work and develop (1966: 4). 

The scale of operations of mutual associations 
increased considerably over the years. The number 
of societies registered with the Chief Registrar of 
Friendly Societies at 31 December 1899 (these fig- 
ures covered friendly societies and industrial and 
_ provident societies) totalled 27,783, representing a 

membership of 11,750,130 and having invested 
funds of £39,487,619 (Jones, 1904: 2). The annual 
report for building societies of the same year 
showed that there were 5,286 registered societies 
with 612,874 members and deposits of over £56m. 
(The Accountant, 5 May, 1900: 414). 


3. The audit of mutual associations, circa 
1870 


The 19th century saw the creation of the limited 
liability company to encourage the development of 


trious classes’ to accumulate funds for the purpose of property 
acquisition (Bellman, 1935, ch. 2). 

The post of Registrar of Friendly Societies was created in 
1846 (Gosden, 1961: 180). 

12 Provision continued to be made for many of the rules 
relating to friendly societies also to apply to industrial and 
provident societies or to building societies. Section 8 of the 
1852 Act, for example, made it clear that the laws relating to 
friendly societies applied except as varied by the act or stated 
to be inapplicable. 
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the joint stock business enterprise. The appropri- 
ate mechanism for protecting stakeholders became 
a major preoccupation of numerous government 
committees and commissions. Comparable de- 
velopments occurred in the case of mutual asso- 
ciations, with a series of inquiries including major 
investigations undertaken by the Royal Commis- 
sion appointed to enquire into Friendly and Ben- 
efit Building Societies in 1870 and by the Select 
Committee on Friendly Societies of 1888 (see be- 
low). The Commissioners appointed in 1870 were 
directed to enquire into: the existing state of the 
laws relating to friendly societies; the operation of 
the acts relating to friendly societies and building 
societies; the organisation or general condition of 
societies established under such acts; and the office 
and duties of the Registrar of Friendly Societies 
(Fourth report, BPP 1874, xxiii, pt. 1: xiii). The 
Commissioners examined 277 witnesses and pro- 
duced four separate reports. 

The aspects of accountability occupying the at- 
tention of the Royal Commission included the 
form of the annual return to the Registrar and the 
nature of the audit arrangements previously put in 
place. The enabling Act of 1793 had contained 
powers of audit, providing for the treasurer’s ac- 
counts ‘to be examined, and allowed, or disal- 
lowed’ by the general meeting (33 Geo. 3, c. 54, s. 
7). The Friendly Societies Act 1829 made it clear 
that the treasurer could be called to account at any 
time by the members (10 Geo. 4, c. 56, s. 14) or 
by any committee to which relevant powers had 
been delegated (s. 12, s. 14). In addition, the treas- 
urer was required, annually, to prepare a ‘general 
Statement of the funds and effects’ of the society 
‘together with an account of all and every the 
various sums of money received and expended’ (s. 
33). Under this Act, the powers of audit previously 
exercised by the general meeting were delegated 
through the requirement for the affairs of friendly 
societies to be ‘attested by two or more members 
of such society appointed auditors for such pur- 
pose’ (10 Geo. 4, c. 56, s. 33).!4 The failure to make 
explicit the method of appointing auditors was ad- 
dressed by the 1855 consolidating Act which re- 
ferred to the need for ‘a just and true account of 
all monies received or paid’ by the treasurer to be 
‘audited by some fit and proper person or persons’ 
appointed by the committee of management (18 & 
19 Vict., c. 63, ss. 22).15 


13 For extracts from the reports of a range of those appointed 
between 1836 and 1900 to enquire into businesses formed for 
profit, see Edwards (1986). 

14 The Building Societies Act 1836 (6 & 7 Will. 4, c. 32) 
extended to building societies the provisions of the Friendly 
Societies Act 1829, again naturally including the audit 
eq en, 

> The significance of this wording was to remove the effec- 
tive restriction on audit appointments to members of the 
society. 
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Despite these Parliamentary initiatives, strong 
support for leaving the development of account- 
ability to market forces, in the case of nineteenth 
century friendly societies, may be found among the 
papers of the Royal Commission. Thomas 
Young Strachan,” manager of the Newcastle- 
upon-Tyne Permanent Building Society, described 
as the largest building society in the four Northern 
counties, argued that it was not possible, by leg- 
islation, to ‘make the public safe in their dealings 
with the society’ (BPP 1871, xxv, minute 4,666). 
Instead, Strachan favoured providing people with 
the means to judge matters for themselves, as 
reflected in the Newcastle Society’s decision to dis- 
play a copy of ‘our balance sheet’ in every branch 
of the society (minute 4,667). 

In the audit market for mutual associations of 
the 1870s, the function was generally performed by 
members, being an arrangement which corre- 
sponded to the traditional shareholder audit of 
joint stock companies that was beginning to give 
way to a professional audit around this time (An- 
derson et al., 1997). The case in favour of the 
members’ audit was presented by John Tatum Sta- 
nesby, secretary and actuary of the West London 
Permanent Mutual Benefit Building Society, in a 
major text published in 1875. According to 
Stanesby, 


‘in most cases members may be selected 
from the general body, who are sufficiently 
acquainted with book-keeping to see whether 
the facts are clearly recorded, and the figures 
correctly put together; and where the services 
of such can be secured, the society will not 
only avoid a serious expense, but will also 
obtain a more popular form of satisfaction 
from the testimony of their own body, than 
any formal certificate, from a professional 
auditor, could afford.’ (1875: 11-13) 


A further argument presented for a members’ 
audit was that such individuals ‘may be presumed 
to be better acquainted than any other accountant 
outside the society could be with the details of 
which the accounts are made up, and, conse- 
quently, to be more alive to irregularities therein’ 


16 Critics of today’s apparently inexorable drive towards 
greater regulation forcefully argue the case for leaving matters 
of accountability to the market (Beaver, 1981; Wallace, 1980; 
Watts and Zimmerman, 1986; Whittington, 1987). Indeed, the 
ability of the market to exert sufficient pressure to ensure the 
imposition of an external audit in the absence of regulation has 
been demonstrated for Britain in the nineteenth century (An- 
derson et al., 1996, 1997; Watts, 1977), and remained the sit- 
uation elsewhere in Western Europe until much later, for ex- 
ample, the Netherlands (Lee, 1982: 76). 

17 A partner in the Newcastle accounting practice of Stra- 
chan, Ormond & Taylor, Strachan was subsequently appointed 
one of the public auditors for Northumberland and Durham 
when that position was created under the Friendly Societies Act 
1875. 
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(Stanesby, 1875: 12). Stanesby nevertheless accepts 
that it may sometimes ‘be desirable to call in the 
services of a professional accountant’ (1875: 11). 

Although the audit was often conducted by the 
members, the auditors were not appointed by the 
members. The 1855 Act provided for the auditors 
to be appointed by the committee of management 
which therefore made the choice between amateurs 
(the members) and professionals. Thomas Fatkin, 
secretary of the Leeds Permanent Benefit Building 
Society, informed the Royal Commission that his 
society adopted the latter course, with the ac- 
counts ‘audited by two professional auditors, who 
are paid’ (minute 5,033). Similarly, Strachan ar- 
ranged for the accounts of the Newcastle-upon- 
Tyne Permanent Building Society to be audited by 
public accountants: 


‘I instituted the system of having them [the 
balance sheets] audited by public account- 
ants, and it has extended very much now in 
Newcastle. The accounts of almost all the 
Newcastle societies are audited by public ac- 
countants, men of experience and ability, 
and by whose means I think that the public, 
knowing the parties, and the mode of con- 
ducting the society, and being upon the spot, 
and seeing our balance sheets, would have 
the best means of judging.’ (BPP 1871, xxv, 
minute 4,667) 


Harmood W. Banner, father of the leading pro- 
fessional accountant of the late-Victorian era, 
John Sutherland Harmood Banner (Davenport- 
Hines, 1985), informed the Royal Commission 
that he had audited the Royal Liver Fnendly So- 
ciety since 1861 (BPP 1872, xxvi, minute 22,067). 
Apparently, he owed this appointment to his 
standing as ‘the most eminent auditor in Liver- 
pool’ (minute 23, 433-4). Despite these examples 
it is likely that the appointment of ‘public account- 
ants’ as auditors was confined to a relatively small 
number of the largest organisations at this date. 

In their report, the Commissioners devote con- 
siderable space to presenting a critical assessment 
of the balance sheets published by societies and the 
audit arrangements made. They refer to the fact 
that Charles Frederick Finney'*—‘a Liverpool 
Accountant and respectable witness’—believed 
that ‘these untrustworthy accounts are audited in 
an equally unsatisfactory manner’, but continued: 


‘A broad distinction must no doubt be made 
in this respect between the societies which 
employ well-known professional accountants 
as auditors, such as the “Royal Liver” and 
those who either retain, almost as clerks, 
men of a much lower standing, [such] as the 
United Assurance, or dispense altogether 


18 Finney was a founder member of the ICAEW. 
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with the services of professional men.’ (BPP 
1874, xxiii, Pt. 1: cxIX—cxx) 


The Commissioners move on to point out that 
even the type of investigation undertaken by Har- 
mood Banner-—~‘a gentleman of high position in 
Liverpool and the auditor of the important “Royal 
Liver” society’—-was by no means as searching as 
it might have been (BPP 1874, xxiii, Pt. 1: cxx). 
They continue: 


‘Having thus shown the value of the auditing 
system in the society in which it would seem 
to be most efficiently conducted, it would be 
almost a waste of time to examine it in 
societies where it is far less so, and we may 
fully believe the experienced Belfast witness, 
Mr. Criglington, when he says “Properly 
speaking, there is no real audit at all,” or 
another witness at Liverpool, Mr. Caraher, 
when he says in still bolder terms, ““The pres- 
ent audit of those societies is a perfect 
farce.” 


Particular areas of concern included: how to 
check that the collectors of subscriptions had gath- 
ered all that they should and that the societies had 
received all that they ought; the extent of the au- 
ditor’s responsibility in relation to the verification 
of investments;!? and the level and disclosure of 
management expenses. The following further ex- 
tract from the Commissioners’ report reveals an 
attempt to indicate the duties and powers of the 
auditor: 


“The rules of any society should be required 
as now to define the investments intended to 
be allowed. But no limitations can be effec- 
tual if they are not enforced by personal 
supervision; and it is our opinion that audi- 
tors ought to be distinctly made responsible 
for seeing that the investments of a society 
actually exist, and are made in accordance 
with the provisions of the law, that the ac- 
counts also are kept in a proper form, and 
that items of charge not falling properly 
within the purview of the society are disal- 
lowed, or at all events challenged. The 
responsibility of the auditor in these partic- 
wlars might be enforced by penalties; and 
personal penalties should also be imposed on 


19 The report reveals a conflict of opinion concerning audit 
responsibility in this area between Harmood Banner and the 
actuary, T. B. Sprague, who is credited with devising a ‘very 
ingenious set of books for the Royal Liver’ (BPP 1872, xxvi: 
cxix) and was the author of A Treatise on Life Insurance Ac- 
counts, 1874. Sprague considered that the responsibility of as- 
certaining whether the investments of the society were made on 
good and sufficient security lay with the accountant. Banner 
dismissed Sprague’s view as ‘quite mistaken’ and insisted that 
the ‘responsibility is with the management’ (p. cxx). 
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officers or committeemen guilty of any irreg- 
ularities.’ (BPP 1874, xxiii, Pt. 1: ccix) 


The question then to be considered was how to 
remedy the perceived defects and, in relation to the 
audit of friendly societies, the recommendations of 
the Royal Commission (BPP 1874, xxiii, Pt. 1: 
ccxiv) were clear cut: 

e ‘That an efficient system of audit should be 
enforced.’ 

e ‘That competent public auditors should be ap- 
pointed and in part paid by the Government, 
whose services should be available on fixed and 
moderate terms, but whose employment should 
not be compulsory.’ 


4. The public auditor 


The regulation of mutual societies was addressed 
in three major statutes during the two years fol- 
lowing the completion of the Commissioners’ 
work in 1874. The Building Societies Act 1874 (37 
& 38 Vict., c. 42, s. 40) required the accounts to 
“be attested by the auditors, to whom the mortgage 
deeds and other securities belonging to the society 
shall be produced’. It imposed no condition con- 
cerning their qualification, reflecting an unexplai- 
ned silence on this matter in the Commissioners’ 
separate report (1872) on the affairs of Benefit 
Building Societies. The Friendly Societies Act 1875 
(38 & 39 Vict., c. 60, s. 14(1)(c)), gave effect to the 
explicit recommendations contained in the Com- 
missioners’ fourth report (1874) when stating that 
a registered society shall ‘Once at least in every 
year submit its accounts for audit either to one of 
the public auditors appointed as herein mentioned, 
or to two or more persons appointed as the rules 
of the society provide’ (emphasis added).” In 
response to the Commissioners’ criticisms of the 
way in which the audit function was conducted, 
the duties of the auditors were spelt out in the fol- 
lowing terms: 


‘auditors shall have access to all the books 
and accounts of the society, and shall ex- 
amine the general statement of the receipts 
and expenditure, funds and effects of the so- 
ciety, and verify the same with the accounts 
and vouchers relating thereto, and shall ei- 
ther sign the same as found by them to be 
correct, duly vouched, and in accordance 
with the law or specially report to the society 
in what respects they find it to be incorrect, 
unvouched, or not in accordance with law.’ 


(s. 14(1)(c)) 


20 See Section 5 of this paper for additional accounting ob- 
ligations imposed on ‘collecting societies’ under section 30 of 
this Act. 
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We can therefore infer that Parliament was keen 
‘to ensure the performance of an efficient audit 
rather than a mere mechanical audit. The Act also 
called for the audited accounts to be sent to the 
Registrar, with a requirement that: 


‘Such annual return shall state whether the 
audit has been conducted by a public auditor 
appointed as in the act provided, and by 
whom; and if by any person or persons other 
than a public auditor, shall state the name, 
address, and calling or profession of each 
such persons, and the manner in which and 
the authority under which they were respec- 
tively appointed.’ (s. 14(1)(d)) 


Almost identical audit provisions were introduced 
for industrial and provident societies by the In- 
dustrial and Provident Societies Act of 1876 (39 & 
40 Vict., c. 45), s. 10(1)(c)/(d). 

Therefore, in the case of friendly societies and 
industrial and provident societies, the legislature 
gave practical effect to the concept of the public 
auditor.?! The position of public auditor, although 
created, was not to be forced upon societies; public 
auditors were to be appointed only where separate 
provision was not made based on the society’s own 
rules and regulations. The decision to make the 
appointment of public auditor optional rather 
than mandatory appears to reflect government in- 
tervention as expressed in a letter to the Commis- 
sioners from W. R. Malcolm, assistant secretary 
to the Board of Trade: 


‘I have said that I think it should be made 
obligatory for all societies to have their af- 
fairs investigated, but of course the nature of 
the investigation would be very apt to vary 
according to the character of the parties by 
whom the society is managed. I cannot help 
thinking that the good societies would be 
very glad of the opportunity of having their 
affairs investigated by competent people 
nominated for the purpose by government, 
and though I would not force any such sub- 
mission upon them, I would hold out an 
inducement to them to submit their affairs, 
at any rate for the first few years, until sound 
principles of working had become estab- 
lished and recognised among the members of 
these societies.” (BPP 1874, xxiii, Pt. 1, Ap- 


pendix X) 


The report of the Chief Registrar of Friendly 
Societies, 1875, provides a valuable insight into 
how the experiment with the notion of a ‘public 
auditor’ was made operational. The procedure in- 


21 Tt seems that the state did not in fact contribute to the 
cost of the audit, but the modest scale of rates specified ensured 
that the appointment of a public auditor did not impose a 
significant financial burden on any society. 
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itially followed was to divide the country into 40 
districts (31 for England and Wales, six for Scot- 
land and three for Ireland) and to appoint one or 
more public auditors for each district and place 
them under the obligation ‘to accept for audit the 
accounts of any society or branch within his dis- 
trict...at the specified rate of fees’ (BPP 1876, 1xix: 
12). The list drawn up by the Treasury is set out 
as Appendix C to the report and this contains a 
number of persons nominated by the Manchester 
Unity of Odd Fellows and the Ancient Order of 
Foresters’ in response to invitations to recom- 
mend candidates for appointment. We are not told 
but presume that the Treasury made up its own 
mind about the rest, possibly responding to rec- 
ommendations from other friendly societies or to 
offers from practising accountants. 

Parliament did not act upon the Commissioners’ 
suggestion that public auditors should be ‘in part 
paid by the Government’. The individuals ap- 
pointed by the Treasury were not government of- 
ficials; their remuneration was to be met by the 
societies, though the modest rates set out in Ap- 
pendix C to the Chief Registrar’s report for 1875 
reflect a concern to keep costs down. A scale al- 
lowed a charge of £1.1s.0d for societies consisting 
of not more than 100 members, a further £1.1s.0d 
for each additional 100 members up to 500 and, 
for societies with over 500 members, 10s.6d. in 
respect of each extra 100 members but for no fee 
to exceed £52.10s.0d ‘unless by special arrange- 
ment’. Where a public auditor was appointed, the 
society was obliged to ‘forward all the necessary 
materials to his office or place of residence, in or- 
der to save travelling expenses and loss of time’. 
At the same time, they were to ‘forward to the 
auditor the annual return or general statement of 
the receipts and expenditure of funds and effects 
of the society, made up in the form for the time 
being required under the Friendly Societies Act’. 


22 Clubs called ‘Oddfellows’ date at least from the eighteenth 
century, with records for 1748 surviving in the case of the Ar- 
istaracus Oddfellows. These clubs grew in number in the nine- 
teenth century and became affiliated as the Manchester Unity 
of Odd Fellows. The purpose, nature and growth of the For- 
esters resembled that of the Odd Fellows (Gosden, 1961: 3; 
Gosden, 1973: 27-30). By 1872, the Manchester Unity of Odd 
Fellows and the Ancient Order of Foresters, respectively, had 
426,663 and 388,872 members. Three years later, the Man- 
chester Unity comprised 3,074 lodges throughout the country 
(Gosden, 1961: 34). These ‘affiliated orders’ were described in 
the final report of the Commissioners as ‘the clubs of highest 
organisation among those invented by working men to suit 
their cwn wants at the present day greatly surpassing all others 
in popularity’ (BPP 1874, xxiii, part 1, para. 94). 

This last clause suggests that it was possible for the auditor 
to negotiate a higher fee. These arrangements were paralleled 
in the case of industrial and provident societies. There, the 
specified scale of fees was confined to societies with maximum 
yearly sales of £25,000 or less, with ‘the larger societies, more- 
over, being very well able to take care of their own interests’ 
(BPP 1877, lxxvii: 39). 
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The rates of remuneration were clearly not gen- 
erous, though it should be pointed out that there 
are plenty of examples of professional accountants 
auditing the accounts of quoted companies in the 
latter part of the 19th century for less than 
£52.10s.0d (Anderson et al., 1996). Appendix C to 
the Chief Registrar’s report for 1875 lists 38 public 
auditors appointed in England and Wales and 
three in Scotland.” These we have compared with 
the contents of The Accountants’ Directory for 
1877 compiled by Alfred C. Harper, ASAE.” Thir- 
teen of the public auditors appointed for districts 
in England and Wales and all three for Scotland 
are listed therein. Twelve of the English and Welsh 
grouping were founder members of the ICAEW, 
in 1880, while all three Scottish accountants were 
members of the Society of Accountants in Edin- 
burgh in 1877 (Harper, 1877). Two of the public 
auditors (C. F. Kemp, for London, and Monk- 
house & Co., for Newcastle) feature in the league 
table of top 22 auditors of quoted companies in 
1886 (Anderson et al., 1996: 368). 

It therefore seems likely that most of the leading 
firms of accountants did not pursue friendly soci- 
ety work by pressing for their appointment as pub- 
lic auditors, and the majority of those appointed 
to the position of public auditor were minor play- 
ers on the late-19th century accounting scene. The 
former conclusion seems a little curious in view of 
the acknowledged determination of the new and 
vigorous accounting profession to chase after 
whatever work was available (Matthews et al., 
1998, ch. 4). Potential explanations are: the scale 
of fees was considered inadequate; the obligation 
to accept the work, where offered, proved unat- 
tractive; and the reluctance of public accountants 
to be answerable to the Treasury. Most likely, 
however, appointment to the position of public au- 
ditor was considered to be unimportant. It is cer- 
tainly the case that auditors could obtain much 
higher fees through negotiation with friendly 
societies in the open market. For example, the 
Royal Liver paid Harmood W. Banner £250 in the 
early 1870s (BPP 1872, xxvi, minute 22,064).* 


4 The figures in Table C reflect a policy of relating the num- 
ber of appointments to the number of societies within the dis- 
trict. For example, one public auditor was appointed where the 
number of societies within the district did not exceed 650, rising 
to six for Lancashire where there were estimated to be 2,850 
societies. In 1876, there remained 13 vacancies in England and 
Wales, six in Scotland and one in Ireland. 

25 It is likely that Harper’s Directory was compiled from 
trade directories and it certainly includes many entries in ad- 
dition to the memberships of the then existing accounting as- 
sociations, including the Society of Accountants in England of 
which Harper, who practised at 2 Cowper’s Court, Cornhill, 
and in Maidstone, was a member. 

26 The Registrar’s report of 1875 refers also to the following 
interesting provision: “The auditors of the local government 
board are authorised to exercise subject to the sanction of that 
board previously obtained the functions of public auditors in 
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The Registrar’s report on friendly soc-eties for 
1876 draws attention to the fact that the audit pro- 
visions of the Friendly Societies Act of 1875 and 
the Industrial and Provident Societies Ac: of 1876 
were similar, and that the same list of public au- 
ditors applied in both cases (BPP 1877, Ixxvii: 8).?’ 
However, just 68 societies availed themselves of 
the services of the public auditors during 1876, and 
even these appointments seem often to have been 
motivated by societal recognition of the fact that 
they could not complete the annual return without 
first arranging for an audit to be performed. We 
are told that returns sent in under the name of the 
public auditor were of variable quality, with that 
prepared by E. J. Pierson,” one of the auditors for 
Warwickshire, particularly commendei (BPP 
1877, 1xxvii: 9). The Registrar was clearly disap- 
pointed with the rate of take-up of the public au- 
ditors’ services but rationalised the continuation of 
this experiment in the following manner. 


‘Whilst the Chief Registrar cannot but hope 
that the number of societies resorting io the 
public auditors would go on increasing, he 
would observe that the services rendered by 
these officers are not to be measured by the 
mere number of societies audited by them. 
Their very existence must tend to improve all 
audits of societies by establishing a standard. 
The mere chance that a public audito- may 
be called in! puts every auditor on his good 
behaviour.’ (BPP 1877, Ixxvit: 9) 


The Registrar’s report for the following year 
further laments the fact that the ‘number of 
societies which avail themselves of the services of 
public auditors continues singularly small. and ap- 
pears even to decrease’ (BPP 1878, Ixix: 5). The 


their respective districts, but are not bound to accept any ac- 
counts for audit.’ (BPP 1876, 1xix: 12). 

2? The Registrar’s report for 1876 tells us that the Industrial 
and Provident Societies Act, 1876, caused industrial and provi- 
dent societies to be treated, for most purposes, in the same way 
as friendly societies. Consequently, the standardised forms of 
annual return produced for industrial and providemt societies 
on 21 October 1876 followed as closely as possible the regu- 
lations previously issued under the Friendly Societies Act 1875 
(BPP 1877, lxxvii: 39). 

78 Despite two mis-spellings, this is almost certainly intended 
as a reference to Edward Thomas Peirson who appears in a list 
of ‘Public Auditors of Friendly Societies in England and Wales’ 
reproduced in The Accountant (9 April 1881: 5) anc shown as 
working from 46 Jordan Well, Coventry. Further, the Report 
of the Chief Registrar of Friendly Societies, 1875, tells us that 
Pierson (sic), one of three public auditors appointed for War- 
wickshire, was in fact located in Coventry (BPP 1876, Ixix: 
Appendix C). This ‘particularly commended’ pubic auditor 
had been admitted to the Society of Accountants in England 
in 1872 and was a founder member and council member of the 
ICAEW when formed by merger of the five existing associa- 
tions in 1880. 

29 This is presumably a reference to the appointment of pub- 
lic auditors to undertake either of the inspections Jetailed in 
footnote 32, below. 
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report continues its defence of the experiment by 
reference to the unspecified ‘great good [that] is 
indirectly affected by the existence of these officers’ 
(p. 6). A retrospect of progress made over the ten 
years since the passage of the Friendly Societies 
Act 1875 refers, again, to the fact that expectations 
in connection with the appointment of the public 
auditor had not been fulfilled: 


‘With respect to the public auditors, their 
services are so seldom called in that unless 
other functions can be added to their present 
ones (see note: 87°), they might safely be dis- 
pensed with. The experiment of their ap- 
pointment has been a useful one, both nega- 
tively, as proving that societies are 
thoroughly wedded to what may be called 
the domestic system of audit, P and that 
nothing short of compulsion will ever induce 
them to depart from it, but positively also, 
as having placed the Registry Office in rela- 
tion with a certain number of gentlemen in 
provincial towns whose services have been 
found very useful for the purpose of inspec- 
tions®4] under the Acts.’ (BPP 1886, 1xi: 6) 


An article in The Times, 24 December 1877, at- 
tributes the low number of appointments of public 
auditors by mutual associations to a lack of aware- 
ness of their existence. The writer poured scorn on 
the arrangements that continued to be made by 
some societies, including the case of: 


‘a clergyman, sole auditor to a society 
without treasurer or trustee, [who] sent in a 
return, including a balance-sheet, only filled 
up as respects the assets, and with a note 
written on it showing that he had not the 
most remote conception of what a Friendly 
Society’s balance-sheet meant.’ (quoted in 
The Accountant, 12 January 1878: 11) 


The public auditors made a determined attempt 
to raise their profile. The Association of Public 


30 This explores the possibility of achieving greater centrali- 
sed control through the Chief Registrar using public auditors 
‘to look after the working of societies in their districts, were it 
only for the purpose of getting in returns and valuations, and 
supplying information as to the existence of societies’. 

This refers to the menbers’ audit arranged as the result of 
appointing such auditors ‘as the rules of the society provide’ 
(The Friendly Societies Act 1875, s. 14(1){c)). 

* This refers to inspectors appointed under section 23, in 
response to an application from the members, ‘to examine into 
the affairs of such society, and to report thereon, who may 
require the production of all or any of the books and docu- 
ments of the society, and may examine on oath its officers, 
members, agents and servants in relation to its business’. In a 
similar vein, section 25(8)(a) authorised the Registrar to ap- 
point ‘any actuary or public auditor’ to investigate the affairs 
of a society in dissolution where there was an insufficiency of 
funds. 
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Auditors? had been formed by 10 February 1882 
when a petition was presented to the Lords of the 
Treasury. In the petitioners’ view: 


‘The reluctance to employ public auditors 
arises, in the opinion of your memorialists, 
mainly from an undue feeling of jealousy en- 
tertained with regard to submitting the af- 
fairs of Friendly Societies to the investigation 
of outside parties; so advantage is taken of 
the option which allows them to employ their 
own members instead of public auditors.’ 
(‘Public auditors under the Friendly Societies 
Acts’, 1882: 11) 


The petitioners therefore suggested the follow- 
ing: that the appointment of public auditors 
should be made permanent instead of for one year; 
that the Registrar should employ only public au- 
ditors to investigate unsatisfactory returns; and 
that societies should be informed of the names of 
public auditors available for appointment, the na- 
ture of their duties and the amount of their fees. 
The decision of the Treasury to accede only to the 
third of these requests was enthusiastically en- 
dorsed by ‘FWP’, presumably the leading char- 
tered accountant Francis W. Pixley, who looked 
forward to a further Friendly Societies Act that 
would ‘cancel the appointment of public auditors, 
and substitute the members of the Institute of 
Chartered Accountants in England and Wales.’ 
(FWP, 1882: 5) 

The Registrar’s report for 1891 reveals that, of 
the 61 public auditors appointed for the year to 30 
June 1891, 17 were not employed by a single so- 
ciety and 44 were employed altogether by 131 
friendly societies and an exactly equal number of 
industrial and provident societies. He continues: 


‘Notwithstanding the moderate scale of fees 
by which the services of persons possessed of 
such qualifications as the Lords of the Treas- 
ury require in the case of a public auditor 
can be obtained, it appears, therefore, that 
only 7 friendly societies out of every 1,000 
employed them. 

“With regard to industrial and provident 
societies the proportion is larger, being 11 in 
every 100; but the force of this consideration 
is much weakened when it appears that 93 
out of the 131 audits were entrusted to 3 out 
of the 61 public auditors.’ (BPP 1892, xxi: 
23) 


The Registrar recognised the possibility that 
even these figures might overstate the impact of the 
legislation: “These gentlemen were recommended 


33 We have failed to find any other references to this body 
and assume it to have been an ad hoc lobbying alliance rather 
than an aspiring professional body. 
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for appointment as public auditors by the repre- 
sentatives of the societies themselves, and are per- 
sons whom the societies would probably employ 
in any case, whether they held the appointment of 
public auditor or not.’ (BPP 1892, 1xxiii: 23) 


5. Select Committee 1888 


A Select Committee was appointed in 1888 and 
reappointed in 1889 to enquire into and report 
upon the operation of section 30 of the Friendly 
Societies Act, 1875 


“...as amended by subsequent Acts, and into 
the organisation or general condition of 
Societies and Companies to which the said 
Section applies, and to suggest what amend- 
ment of the Law (if any) is required to ensure 
the better management of such Societies and 
Companies, and the more complete protec- 
tion of the interests of their members.’ (BPP 
1888, xii: ii)“ 


The provisions of section 30 applied only to 
friendly societies and industrial assurance com- 
panies’ that received contributions by means of 
collectors at a distance greater than 10 miles from 
the registered office or main place of business (BPP 
1889, x: v). In the case of these larger organisa- 
tions, encompassed by the description ‘collecting 
societies’, the annual return had to be ‘certified by 
some person not an officer of the society (other- 
wise than as auditor thereof), carrying on publicly 
the business of an accountant’ (s. 30(9), emphasis 
added). If, therefore, the auditor of the society was 
an accountant in public practice, he could do both 
jobs. The convenience of such an arrangement 
may well have provided an important incentive for 
these organisations, though small in number, to 
employ a professional as auditor. 

Proper compliance with the provisions of sec- 
tion 30(9) was clearly conditional on the meaning 
of the term ‘public accountant’.** Not surprisingly, 
the Registrar of Friendly Societies was periodically 
invited to comment on this provision, and he ex- 
pressed the following view: ‘It would seem that the 
turning point of the definition in the act lies in the 


4 The first report (1888) contains evidence taken from just 
five witnesses, while the second report (1889) contains the full 
report of the Select Committee together with evidence from 21 
witnesses. 

35 These are industrial assurance companies as defined by the 
Life Assurance Act 1870. Such companies are outside the scope 
of this paper. 

36 The term ‘public accountant’ has ancient origins. It was 
initially applied to government officials who either received 
monies from the ‘public’ to be paid into the Exchequer or re- 
ceived ‘public’ monies out of the Exchequer by way of imprest 
and upon account (BPP 1868-9, xxxv: 331). By the end of the 
18th century, the term was also used by persons offering ac- 
counting services to the general public (Binnie and Manning, 
1938: 5; Brown, 1905: 234). 
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word “publicly”, and, therefore, that many men 
who possess excellent credentials as accountants in 
private employ, or in positions where tae public 
cannot come to them and give their accountancy 
work to, are not within it. To put the matter in 
familiar terms, the essential part of the qualifica- 
tion is a brass plate or other public notification 
that the business of an accountant is ca-ried on.’ 
(quoted in Pixley, 1896: 10-11)” 

The Select Committee saw an important distinc- 
tion between friendly societies, in general, and the 
collecting societies, with the former described as 
‘promoted and conducted for benefit of members’ 
and the latter ‘promoted and conducted for benefit 
of managers’ (BPP 1889, x: v). The collecting 
societies were a small proportion of the totality of 
friendly societies, in number just 52 out of over 
25,000 (BPP 1889, x: vi), but they accounted for 
one-third of the total funds and one-helf of the 
total members. In turn, the collecting societies’ 
own affairs were dominated (90% of tae whole 
membership and 88% of the funds) by the Royal 
Liver Friendly Society, the Liverpool Victoria and 
Legal Friendly Society, the Royal London 
Friendly Society and the Blackburn Philanthropic 
Burial Society. Given the perceived orientation of 
collecting societies as institutions promoted and 
conducted for the benefit of the managers, the 
proper control of management expenses and the 
role of the audit in ensuring that such dezails were 
correctly reported in the annual return naturally 
occupied much of the Select Committee’s 
attention. 

We see calls for the engagement of the self-ap- 
pointed elite grouping of professional account- 
ants—-the chartered accountants**—to report on 
the affairs of friendly societies. In evidence pre- 
sented to the Select Committee, William Sutton, 
actuary to the Registry of Friendly Societies, 


37 The development of an acceptable definition continued to 
prove elusive. Efforts by the emerging accounting p-ofession to 
obtain a monopoly over the provision of accounting services 
from the late-nineteenth century onwards often foundered on 
the difficulty of deftning precisely what was meant sy the term 
public accountant (for example, Departmental Committee, 
1936: 17-21). As late as 1961, the official history of the Society 
of Incorporated Accountants was doubtful whether it should 
attempt a ‘definition of what the combined wisdom of the 
profession has been unable to reach with certainty’. The fol- 
lowing exposition was nevertheless produced: ‘a public 
accountant (or his firm) maintains his own office and staff for 
the purpose of professional practice in accountancy (either on 
his own account or as a partner in a firm): he repres2nts himself 
to the public with whom he is likely to come into contact and 
to his clients as offering a skilled service in accountaacy matters 
with the implication of high personal probity and the obser- 
vance of commonly recognised professional standards and con- 
duct’ (Garrett, 1961: 6). 

Š The accoountancy bodies formed by this time are listed in 
Parker (1986: 15). Of these, the ICAEW, the three Scottish 
societies (in Edinburgh, Glasgow and Aberdeen) ard the Insti- 
tute of Chartered Accountants in Ireland possessed chartered 
Status. . 
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forcefully advocated the appointment of chartered 
accountants as auditors and continued: “Taking 
the case of societies coming to grief, through 
fraud, that have come before me in the last twelve 
or thirteen years, I should say, in almost every one, 
the fraud would have been detected and exposed 
long before it had been detected or exposed had 
there been a real audit.’ (minute 127) 

Support for restricting appointments as public 
auditor to the rather larger group of ‘qualified’ 
accountants was provided by, among others, John 
Tunstall, member of the Liverpool United Legal 
Friendly Society (minute 4,420) and William Proc- 
ter, manager of the Refuge Assurance Society 
(minute 6,587). It is noteworthy that each of the 
four leading collecting societies had arranged for 
the voluntary appointment of professional ac- 
countants as auditors by this time (BPP 1888, xii, 
minute 209). 

The need to distinguish between the member 
and manager oriented society was also alluded to 
in evidence presented by the Registrar of Friendly 
Societies, J. M. Ludlow, barrister-in-law of Lin- 
coln’s Inn. He reminded the committee that he 
had no power to insist upon accounts being au- 
dited in any particular way nor upon public au- 
ditors being appointed (minute 6,810—-11). Further: 
‘I think it would be very dangerous if my office 
were allowed generally to appoint public auditors 
to audit the accounts of societies; in fact it would 
create a revolution.’ (minute 6,813) The question- 
ing continued: 


‘You stated just now that the appointment 
of public auditors by your office would be 
very dangerous; did you mean by that that 
it would diminish self-reliance on the part of 
societies?—I think if you gave my office 
power to appoint a public auditor to audit 
the accounts of any society it thought fit, 
there would be a revolution amongst the 
Odd Fellows and the Foresters, and all the 
self-governed societies.’ (minute 6,827)*! 


Ludlow does, however, accept that it would not 
be unreasonable to impose on the Registrar the 


39 This assembly included also the Society of Accountants 
and Auditors (renamed the Society of Incorporated Account- 
ants and Auditors in 1908 and the Society of Incorporated Ac- 
countants in 1954, Garrett, 1961: 1-2) and the Corporate 
Treasurers’ and Accountants’ Institute. 

4 He also held the official post of Barrister under the Savings 
Bank Act. 

4! The leading social historian Harold Perkin has drawn at- 
tention to the fact that there were to be found within ‘the 
lodges of the great affiliated orders with their splendid names— 
the Oddfellows, Foresters, Druids, Ancient Shepherds, Recha- 
bites, and so on—good fellowship, conviviality, and a sense of 
belonging to a secret and powerful freemasonry’ (1969: 382). 
This characterisation is consistent with the Registrar’s convic- 
tion that such organisations jealously guarded their right of 
self-government. 
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obligation to appoint a public auditor for the pur- 
pose of societies covered by section 30. 

Having heard the evidence, the Select Commit- 
tee recommended introduction of the following 
provisions for collecting friendly societies and in- 
dustrial assurance companies: 


‘In lieu of section 30, sub-section (9), of the 
said Act, it shall be enacted that the annual 
returns to be made in such form as the ‘Cen- 
tral Office’ may from time to time prescribe, 
and shall be signed by two accountants as 
auditors, one of whom shall be a Fellow of 
the Institute of Chartered Accountants, or a 
chartered accountant in Scotland as now re- 
cognised, approved for the purpose by the 
“Central Office’; a list of such accountants 
approved by the “Central Office” to be 
printed and circulated periodically.’ (p. xv) 


These recommendations did not produce any 
dramatic revision of the legislation applying to 
mutual associations. Collecting societies were al- 
located their own Act of Parliament in 1896 (Col- 
lecting Societies and Industrial Assurance Com- 
panies Act 1896, 59 & 60 Vict., c. 26). This 
enactment continued, as section 6(2), but did not 
add to, the 1875 requirement for their annual re- 
turns to be certified by some person ‘carrying on 
publicly the business of an accountant’. The choice 
between the public auditor and ‘two or more per- 
sons appointed as the rules of the society or 
branch provide’ continued for other friendly 
societies (Friendly Societies Act 1896, 59 & 60 
Vict., c. 25, s. 26) and for industrial and provident 
societies (Industrial and Provident Societies Act 
1893, 56 & 57 Vict., c. 39, s. 13). The audit requi- 
rements applying to building societies were 
strengthened by the Building Societies Act 1894 
(57 & 58 Vict., c. 67, s. 3) which stated that ‘one 
at least of the auditors of the society shall be a 
person who publicly carries on the business of an 
accountant’. 


6. Concluding remarks 


In this final section, we contrast Parliament’s de- 
cision to make provision for the engagement of 
public accountants in the mutual societies’ legis- 
lation with the statutory arrangements put in place 
for joint stock companies during the 19th century. 
We acknowledge state recognition of accountants 
as a skilled occupational group and consider why 
Parliament failed to take the further step recom- 
mended and specify the appointment of a char- 
tered accountant to audit at least the larger 
societies. 

The growth of the joint stock company up to 
the year 1844 was retarded by doubts concerning 
its legality in the absence of incorporation which 
could be achieved, in the main, only through the 
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costly mechanisms of a royal charter or a private 
act of parliament. The Joint Stock Companies Act 
1844 created the registered company, while the 
Companies Clauses Consolidation Act of the fol- 
lowing year facilitated the formation of statutory 
companies by listing model clauses for their adop- 
tion. The remainder of the nineteenth century was 
marked by various initiatives designed to improve 
the level of accountability required from the rap- 
idly expanding number of shareholder-financed 
companies usually benefiting from the privilege of 
limited liability. We have seen that the Companies 
Acts of 1845 and 1856 made provision for share- 
holders to enlist expert services from an account- 
ant and, following business failure, an external 
audit was introduced for railways in 1867 and 
banks in 1879. 

In the legislation designed to ensure better 
accountability from joint stock companies, little 
recognition was given to the availability of services 
provided by an ‘accountant’, there were no explicit 
requirements whatsoever for the engagement of an 
_ accountant, the label ‘public accountant’ featured 
not at all. This represents a significant contrast 
with the provisions relating to mutual associations 
‘elucidated above, where references to ‘public au- 
ditor’ and to persons ‘carrying on publicly the 
business of an accountant’ featured prominently in 
the legislation. We might therefore suggest, though 
this is a matter for further research, that the nine- 
teenth century political philosophy of laissez- 
faire** was modified in the case of mutual associ- 
ations in the endeavour to provide a measure of 
protection for individuals who were deemed less 
capable of looking after their own interests than 
were company shareholders. 

This paper has demonstrated the introduction of 
innovative statutory audit provisions for friendly 
and other societies but, as often appears to have 
been the case in Britain, the market played the ma- 
jor part in creating the mechanism for account- 
ability eventually put in place. Jones (1904: 132) 
has shown that less than 1% of registered societies 
had their accounts checked by public auditors at 
the beginning of the twentieth century, and this 
Observation produced the conclusion that 


42 The question whether the nineteenth century can be cor- 
_ rectly described as a period of laissez faire has been the subject 

of vigorous historical debate. Drawing a distinction between 
‘crude’ and ‘refined’ laissez-faire, however, Crouch (1967) has 
made a persuasive case for the idea that increased state inter- 
vention, in certain areas, can be reconciled with the teachings 
of the classical economists that the legislators and burueaucrats 
have been thought to follow. Parker (1990) has drawn on this 
analysis to explain the introduction of accounting and audit 
regulations for British railways, public utilities and banks in 
the second half of the nineteenth century. The significance of 
the laissez-faire philosophy for the formulation of accounting 
legislation applied to nineteenth century business entities has 
recently been debated by Jones and Aiken (1995) and Walker 
(1996). 
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statutory empowerment ‘[had] not, rightly or 
wrongly, been regarded by friendly societies 
generally as of much value.’ Quite possibly Jones 
obtained his figures from the Registrar’s reports 
which did not encompass professional accountants 
outside the approved list of public auditors, who 
were voluntarily appointed by, usually the larger, 
societies. Jones’ estimate is likely to havz approx- 
imated the true position, however, and it would 
therefore seem that not more than 1% or 2% of 
mutual societies were subject to a professional au- 
dit. In view of the small size of the vast majority 
of them, we may conclude that the market suc- 
cessfully rejected pressures from various sources to 
appoint professionals in circumstances where, as 
argued by Stanesby, the members could do an ad- 
equate job. By way of contrast, there were ac- 
knowledged grounds for concern that the larger 
collection societies were ‘promoted and conducted 
for benefit of managers’ rather than members. To 
help counter the perceived greater risk of conflict 
between the interests of principal and agent, an 
obligation to engage a professional accountant to 
certify published financial statements was there- 
fore imposed. 

The introduction to this paper drew attention to 
the fact that the Bankruptcy Act 1831 signalled 
parliamentary recognition of accountants, along 
with merchants, brokers ‘or persons who are or 
have been engaged in trades in the Cities of Lon- 
don or Westminster (1 & 2 Will. 4, c. 56, s. 22), 
as eligible for appointment by the Lord Chancellor 
to serve as official assignees in the administration 
of a bankrupt’s affairs. The following 40 or so 
years saw the formation in Scotland anc England 
of associations designed to organise accountants 
and help elevate their perceived status within the 
public domain. There are early signs, within the 
mutual society legislation and the discourse sur- 
rounding its creation and development, that such 
bodies succeeded in creating an image of the 
accountant as possessing the following attributes 
identified by Atkinson and Delamont (1990: 96), 
namely ‘disinterested, universalistic, altrvistic’. We 
might therefore conclude that the public account- 
ant was seen to be the man*® entitled to parlia- 
mentary recognition ‘not merely because of his 
technical competence but because of his social and 
moral rectitude’ (Murray et al., 1983: 199). 

The mutual society legislation gave recognition 
to the public accountant as expert auditor but did 
not go the further step and specify, as recom- 


43 Among the leading accounting associations, the Society of 
Incorporated Accountants and Auditors was the first to open 
its doors to women, in 1918. In the following year, immediately 
following passage of the Sex Discrimination (Removal) Act of 
1919, Miss Harris Smith, who had been in practice as a public 
accountant since 1878, was admitted to the ICAEW and be- 
came ‘the first and [then] only woman chartered accountant in 
the world’ (Howitt, 1966: 65). 
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mended by the 1888 Select Committee, the ap- 
pointment of a qualified or, more restrictively, a 
chartered accountant to undertake such work. The 
single, significant, additional regulatory require- 
ment subsequently put in place subjected the af- 
fairs of building societies to audit by a public 
accountant, thereby bringing them broadly in line 
with the other category of larger mutual associa- 
tion—the collecting society. 

The failure to impose what some perceived to be 
more stringent audit requirements occurred despite 
continuing evidence of frauds such as those per- 
petrated at the Portsea Island Building Society and 
at the Liberator Building Society.“ One possible 
explanation for the failure to require the engage- 
ment of a chartered accountant is that the issue 
became too sensitive as the result of the registra- 
tion debate that raged between competing profes- 
sional accounting bodies in the 1890s (Stacey, 
1954; Macdonald, 1985, 1995).*° Paradoxically, the 
reference in the 1888 Select Committee’s report to 
the creation of a list of chartered accountants ‘ap- 
proved by the “Central Office” may itself have 
been a factor in encouraging professional associ- 
ations to press for state recognition in the decade 
that followed. 

The lobby in favour of the appointment of a 
chartered accountant to audit mutual societies re- 
mained active. Echoing Pixley’s comments of 1882, 
it might be seen as a further endeavour to drum 
up work for chartered accountants that Dicksee,* 
having drawn attention to the fact that it was the 
usual practice under the Building Societies Act 
1874 for the directors to appoint one auditor and 
the shareholders the other, continued: ‘In many 
cases, however, Chartered Accountants were not 
appointed, and it is probable that most of the dis- 
asters are attributable to this circumstance.’ (1900: 
141) The Building Societies Act 1894 is judged to 
have improved matters and ‘In the majority of 
cases the Auditors so appointed have been Char- 
tered Accountants, but it will be seen that this is 
still not required by the statute; moreover the 
wording of the section is so vague that cases still 


“4 In re The Liberator Permanent Building Society, City of 
London Court, The Accountant Law Reports, June 10, 1893: 
73-76; June 17, 1893: 80; June 24, 1893: 82-4. Reg. v. Townsend 
& Others (The Portsea Island Building Society), Queen’s Bench 
Division, The Accountant Law Reports, June 24, 1893: 84; July 
1, 1893: 89-92. 

45 Macdonald refers to the ‘long battle to obtain state 
registration of accountants, by introducing legislation into Par- 
liament’ (1995: 199). The battle is judged to have been lost, 
however, because of ‘the internecine quarrels’ between the large 
number of accountancy societies that had grown up over the 
years (Macdonald, 1985: 546). 

46 [t is somewhat ironical that Dicksee’s conviction of the 
need for a professional audit of building societies may have 
stemmed from the discovery in 1890 of a major fraud perpe- 
trated at the Cardiff Building Society, of which the firm Price 
and Dicksee was auditor (Kitchen and Parker, 1980: 55). 
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exist of accounts not being audited by bona fide 
public accountants at all.’ (1900: 141)” 

It has been noted that the appointment of a 
chartered accountant as auditor was not, of 
course, a guarantee against fraud and irregularity. 
At the Liberator Building Society, for example, the 
directors’ auditor was William Theobald, a foun- 
der member of the ICAEW, who was also the au- 
ditor of London and General Bank from its start 
to its failure (The Accountant, 10 June, 1893: 47). 
The decision not to insist on the appointment of 
chartered accountants as auditors in statutes reg- 
ulating the affiars of friendly societies, at this 
stage, may possibly be attributed to the lack of a 
clear conviction that such individuals would do a 
better job. 


7. Postscript 


Statutory provision has usually followed market 
developments in relation to accountability by or- 
ganisational entities in Britain. The 19th century 
experimentation with the concept of the public au- 
ditor and the requirement for the annual return of 
a collecting society to be certified by a person 
‘carrying on publicly the business of an account- 
ant’, therefore, are notable exceptions to the com- 
mon sequence of events. We might therefore sur- 
mise that the decision, made in 1920, that only 
chartered accountants and members of the Society 
of Incorporated Accountants and Auditors should 
be eligible for new appointments as public auditor 
reflected a significant move towards the appoint- 
ment of professional accountants to that post 
during the intervening period (Departmental Com- 
mittee, 1936: 10). 

By 1930, the number of public auditors ap- 
pointed by H. M. Treasury on the recommenda- 
tion of the Chief Registrar of Friendly Societies 
totalled about 1,050, with about 30 new appoint- 
ments made each year. It was not until the passage 
of the Companies Act 1948 (11 & 12 Geo. 6, c. 38, 
s. 161) that the requirement was introduced for all 
registered companies to be subject to a profes- 
sional audit. In the same year the Industrial As- 
surance and Friendly Societies Act 1948 (11 & 12 
Geo. 6, c. 39) provided that reference to ‘an ap- 
proved auditor’ shall be substituted for any refer- 


47 Dicksee is here referring to the distinction that he draws 
between public accountants who are and those who are not 
members of a reputable professional accounting body. 

48 Both companies were under the control of the prominent 
Nonconformist, Jabez Balfour. The London and Genera! was 
the first to fail and this led to the withdrawal of funds from - 
the Liberator and the inevitable collapse of a company which 
had mortgaged assets of £3,423,000 of which more than £3m. 
had been loaned to Balfour’s other companies (Gosden, 1973: 
172-3). re London and General Bank (no. 2) (1985, 2 ch. 677) 
became one of the classic cases on the objectives and scope of 
the company audit and method of financial reporting (Chan- 
dler et al., 1993: 449). 
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ence to ‘a public auditor’ in the Friendly Societies 
Acts 1896 to 1929, the Industrial Assurance Acts 
1923 to 1929, the Industrial and Provident 
Societies Acts 1893 to 1928, and the Superannua- 
tion and other trust funds (interpretation) regula- 
tions, 1928 (section 20(1)). Section 20(2) defined 
the ‘approved auditor’ as a member of one or 
more of the following seven leading professional 
bodies: the ICAEW; the Society of Incorporated 
Accountants and Auditors; the Society of Ac- 
countants in Edinburgh; the Institute of Account- 
ants and Actuaries in Glasgow; the Society of Ac- 
countants in Aberdeen; the Association of 
Certified and Corporate Accountants; the Institute 
of Chartered Accountants in Ireland.” 
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TOM adoption, institutionalism and 
changes in management accounting systems: 


a case study 
Zahirul Hoque and Manzurul Alam* 


Abstract—In recent years many organisations have moved towards a total quality management (TQM) path in 
their quest for quality. Accounting researchers have become interested in understanding how accounting systems 
are implicated within a TQM environment. This paper reports on a case study of TQM adoption and changes in 
management accounting systems (MAS) within a New Zealand construction company. It evaluates organisational 
approaches to implement TQM as a strategic option and the subsequent change in MAS. The paper suggests that 
an organisation may initiate TQM practices to promote ‘institutional’ and ‘quality’ culture rather than for purely 
technical reasons. It also suggests that when an organisation adopts new management practices such as TQM, it 
may lead to changes in the organisation’s internal control mechanisms, such as management accounting and re- 


porting processes. 


1. Introduction 


In recent years many organisations have moved 
towards a total quality management (TQM) path 
in their quest for quality. TQM is seen, for pur- 
poses of this study, as a set of concepts and tools 
that focus on individuals, groups and organisa- 
tions for continuous performance improvement 
(Kanji, 1996; Mehra, Sirlas and Hoffman, 1998). 
There is growing empirical evidence emerging 
from the literature that organisations that pursue 
TQM achieve better employee relations, higher 
productivity, greater customer loyalty, increased 
market share and improved profitability (Boaden, 
1997; Chenhall, 1997; Conti, 1993; Juran and 
Gryna, 1993; Shank and Govindarajan, 1994; Ter- 
ziovski, et al. 1996).! In his ‘Relevance regained, 
total quality management and the role of manage- 
ment accounting’ paper (1994:265), Johnson sug- 
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gests: “To be competitive and profitable, businesses 
always must understand how to lead people and 
satisfy customers. TQM focuses attention on the 
competitive power that resides in building rela- 
tionships and empowering people to solve prob- 
lems—specifically, problems that impede profita- 
ble satisfaction of customer wants.’ (see Ezzamel, 
1994 for a critical commentary on Johnson’s 
paper) 

There is growing recognition in the management 
accounting literature that when an organisation 
adopts a new management philosophy, it may lead 
to changes in the firm’s internal accounting and 
contro] mechanisms (Chenhall, 1997; Foster, 1996; 
Johnson, 1994; Kaplan, 1994; Shields, 1997). An 
organisation’s management accounting system is 
expected to provide timely, accurate and relevant 
information on performance (Foster, 1996; Horn- 
gren et al., 1994; Kaplan, 1995). Traditional 
management accounting systems* have been found 
to be inadequate to identify opportunities for qual- 
ity improvements (Daniel et al., 1995; Fowler, 
1996; Johnson, 1994; Shank and Govindarajan, 
1994; Shields, 1997; Ittner et al., 1997; Swain and 
Denna, 1998). In their paper on ‘Measuring the 
cost of quality: a strategic cost management 


l For a recent review of literature on TQM, see Total Quality 
Management: 8, Nos. 2&3, June 1997, Special Issue plus Inter- 
national Journal of Applied Quality Management: 1, No. 1, 
1998. 

2 For recent discussion of the limitations of traditional 
management accounting systems, see the following issues of the 
Journal of Cost Management. 9 (3), Fall 1995; 9 (4), Winter 
1995; and 10 (4), Winter 1997, 
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perspective”, Shank and Govindarajan 
(1994:16-17) note: ‘Whichever approach a firm 
chooses, quality is such an important strategic var- 
aible that management accounting can no longer 
ignore it. One way or another, a strategically ef- 
fective management reporting system must deal 
explicitly with the issue of quality’. 

To date, little attention is given to understand 
how and to what extent management accounting 
systems (MAS) can satisfy management’s needs 
for information that supports a quality oriented 
culture (Chenhall, 1997; Daniel et al., 1995; 
Fowler, 1996; Ittner et al., 1997; Wruck and Jen- 
sen, 1994). It is the aim of this paper to address 
the above gap on the relationship between TQM 
implementation and MAS. In order to achieve this 
aim, this paper addresses a number of questions: 
(a) Why and how the subject organisation initiated 
TQM programmes? (b) What are the major char- 
acteristics of TQM in the organisation? (c) To 
what extent do quality ideas and procedures be- 
come institutionalised? (d) What are the differ- 
ences between pre-TQM MAS and post-TQM 
MAS in the organisation? 

The remainder of this paper is organised by first 
detailing the conceptual framework used to under- 
stand the research issues noted above; it was 
derived from the literature on TQM adoption and 
the role of MAS therein. Next, we introduce the 
quality environment in New Zealand; this provides 
context to the paper’s subsequent analysis. The re- 
search methods adopted are described in Section 
4. The research results are further presented in Sec- 
tion 5. This is followed by a discussion of the re- 
sults in terms of implications for further research. 


2. Theoretical basis 


TQM is a management tool for continuous 
improvement. ‘Improvement’ is measured in terms 
of providing products or services of high quality 
and low-cost (Boaden, 1997; Greene, 1993, 1995; 
Juran, 1993; Ross, 1993). TQM culture is charac- 
terised by four key principles: (1) continuous focus 
on the customers; (2) continuous improvements; 
(3) everybody’s participation; and (4) focus on 
facts (Kanji and Asher, 1993; Kanji, 1997). Ad- 
vocates of TQM claim that these four principles 
are all very important because they have to sup- 
port each other to enable the organisation to be 
creative, competitive and profitable. Nevertheless, 
this claim is controversial. Although many, 
including Johnson (1994) and Cooper (1996), 
praise TQM, others (e.g. Ezzamel, 1994; Riahi- 


Belkaoui, 1993; Kanji, 1996) have identified 
significant costs and obstacles to TQM 
implementation. 


Ezzamel’s (1994) critical commentary on John- 
son’s (1994) thesis concerning the benefits of TQM 
is noteworthy. In his paper (1994), Ezzamel com- 
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ments that when implementing TQM there is a 
tendency for management to overemphasise the 
use of detailed written rules and procedures, which 
separate the individuals from their work. It will be 
argued, however, in this paper that organisations 
may adopt management techniques such as TQM 
not only for functional (or technical) reasons but 
for other purposes such as to become isomorphic 
with the institutional norm (Dimaggio and Powell, 
1983; Scott, 1987 and 1994). 

Writers such as Robson (1982), Barney (1986a, 
1986b, 1991), Hill (1991a, 1991b), Majaro (1992), 
Powell (1995), and Peters and Waterman (1982) 
argue that ‘conformance to quality’ has developed 
a culture in society where organisations can benefit 
by showing their commitments to quelity prin- 
ciples. Apart from gaining competitive superiority, 
a commitment to quality can lead to the creation 
of corporate image and trade access to various 
markets. While it is obvious that TQM has general 
appeal, its meaning and importance, like other or- 
ganisational processes, can only be understood in 
terms of its organisational context (Scapens, 1994; 
see also Ghobadian and Speller, 1994; and Powell, 
1995). 

Several authors argue that business environ- 
ments along with trade practices and various reg- 
ulations in a particular society can influence the 
behaviour of constituent organisations (Covaleski 
and Dirsmith, 1988; Covaleski et al., 1993; Meyer 
and Rowan, 1977; Meyer and Scott, 1992; March 
and Olsen, 1989; Scott, 1987 and 1994). These 
writers suggest that organisations may edopt cer- 
tain systems, policies, and procedures by imitation 
and copy one another to demonstrate conformity 
with institutionalised practices. It is therefore ar- 
gued in this paper that a commitment to TQM by 
a regulating authority, or by any leading organi- 
sation, can be followed by others and soon it may 
become institutionalised. 

Many accounting scholars feel that changes to 
a firm’s MAS are. obligatory for TQM adoption 
(Cooper, 1996; Daniel et al., 1995; Ittner et al., 
1997; Shank, 1995). According to Shank and Gov- 
indarajan (1994), TQM firms need a system of 
MAS that can meet managers’ quality-related 
information needs. The management accounting 
literature implies that traditional MAS (such as 
standard costing systems) are more concerned with 
the measurement of efficiency in terms of budget 
attainment. This has led to claims that traditional 
MAS are inadequate for assessing the economic 
value of a given strategy or for choosing between 
competing strategies. Traditional MAS can be a 
great hindrance to implementing TQM. One ex- 
ample of this is the way MAS usually institution- 
alised waste (e.g. scrap and rework) ty having 
‘normal allowances’ for them. On the otaer hand, 
in TQM, there is no such thing as ‘allowable 
waste’ because under TQM, the emphasis is on 
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‘continual improvement’ (Shank and Govindara- 
jan, 1994:12). 

It appears that TQM requires detailed MAS 
information, financial as well as non-financial, for 
internal assessment of quality performance and 
ultimately results in improved organisational 
performance (Chenhall, 1997; Ittner et al., 1997; 
Johnson, 1994; Kaplan, 1995; Shank and Govin- 
darajan, 1994). Institutional theory implies that 
once these reports are prepared, for whatever rea- 
sons, organisational members may want to con- 
sider their relevance in the context of operational 
activity management. Such documentation, how- 
ever, may be institutionalised in the organisation 
over time (Meyer and Rowan, 1977; Scott 1987), 
and form part of their organisation’s culture (see 
Deming, 1982, 1986; Goddard et al., 1995; Hill, 
1991a, 1991b; Robson, 1982; and Suver et al., 
1992). 

Thus, institutional theory in this study helps 
capture significant external ‘institutional’ factors 
such as market pressures, fierce competition, cus- 
tomer expectations, professional associations, pub- 
lic perceptions, regulatory factors (e.g. legislation, 
guidelines, quality standards, etc.) influencing 
TQM adoption and the change in MAS. The 
literature on the relationship between TQM prac- 
tices and management accounting as discussed 
above helps achieve a better understanding of how 
and to what extent management accounting, as 
well as management accountants, play a role in the 
implementation of TQM in an organisation. 

Nevertheless, no research is unaffected by prior 
assumptions and beliefs: consequently in this 
study, organisations and society were assumed to 
be socially and institutionally constructed systems 
of reality (Morgan and Smircich, 1980; Chua, 
1986; Hopper et al., 1987; Scapens, 1994). As Deis- 
ing (1971) points out, “The whole explanation is a 
description of a particular personality, social or 
cultural system, and no statement within the 
explanation needs to be generalised beyond that 
system.’ Seen from such a perspective, a descrip- 
tion of the organisational context is now essential. 
In the next section, we provide this. 


3. Quality environment in New Zealand 


Quality efforts in New Zealand (NZ) firms can be 
identified with the deregulation policies of the 
government during the mid-1980s. Before the pres- 
ent regime of deregulation from 1984 onwards, NZ 
firms were poorly prepared to adapt to the chang- 
ing nature of global competition, either through 
upgrading production efficiency or by raising lev- 
els of innovation and quality (Champbell et al., 
1989). The home market was protected from for- 
eign competition while export trade was supported 
by generous tax policies, export loans and allow- 
ances (Wooding, 1987). In such a protective 
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environment, the firms had little incentive to focus 
on quality as a strategic option. Quality concepts 
were practised in a traditional manner through de- 
veloping elaborate inspection systems. 

However, in the mid-1980s the NZ government 
embarked on creating an open market economy. 
The internal market was opened and trade incen- 
tive bonuses to local firms were withdrawn. The 
NZ firms realised that they had to compete on an 
equal footing with international firms. Many NZ 
firms have introduced a quality system by adopt- 
ing ISO 9000 standards as well as TQM (Grieve, 
1990; Lowe et al., 1992; McClintock, 1993). In 
1997 there were over 1,200 firms in NZ certified to 
the ISO standards.’ There is evidence that fiercer 
competition and customers’ expectations with re- 
gard to quality compelled most New Zealand firms 
to focus on ISO certification and/or TQM adop- 
tion (Batley, 1994; Needham et al., 1997). 

Quality practices are not only confined to pri- 
vate sector organisations. Many public sector or- 
ganisations in NZ are also embracing these quality 
improvement processes (Grieve, 1990; Lowe et al., 
1992; McClintock, 1993; Fowler, 1994; Fowler and 
Lord, 1995). For example, local city councils now 
contract out a significant amount of traditional 
services, such as refuse collection and roading, to 
private sector firms which deliver such services on 
behalf of the council. It was reported that to en- 
sure quality some city councils now require ten- 
derers to be certified by the standard authorities 
and to have a quality improvement programme 
such as TQM in place.‘ It therefore can be argued 
that when a provider of services has a formal qual- 
ity improvement programme in place, the principal 
(such as city councils) may not feel the need for 
constant surveillance of the activities of service 
providers. 

Furthermore, quality culture is promoted at na- ` 
tional level in New Zealand through organisations 
such as the New Zealand National Quality Awards 
Foundation (NZNQAF) and through regular 
quality conferences. The Ministry of Commerce 
has also initiated quality awards. These awards are 
organised through Business Development Centres. 
Since their introduction in 1993, 350 organisations 
have applied for these awards. Certifying organi- 
sations, such as Standards New Zealand, Telarc 
New Zealand, KPMG Peat Marwick, Lloyd, and 
others, play an important role in disseminating the 
ISO 9000 standards and advising organisations 
about TQM (McClintock, 1993; Fowler, 1996). 


3 Source: The JAS-ANZ Register of Accredited and Certified 
O isations, Standard Australia, May 1997. 
Telephone interviews with officials of local city councils. 
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4. Research strategy and data sources 


4.1. Choice of the case study strategy 

The principal style of investigation adopted was 
a single-site study in the qualitative case-study 
fashion (see Yin, 1989; Scapens, 1990; Birnberg et 
al., 1990 for a fuller account of this research ap- 
proach). According to Yin (1989), a case-study ap- 
proach has some advantages over surveys and 
experimental designs, when one is asking ‘how’ or 
‘why’ questions while investigating a phenomenon 
over which the researcher has little control. The 
literature on research methods notes a number of 
forms of case studies: descriptive, illustrative, 
experimental, exploratory, and explanatory (for 
details, see Yin, 1989; Scapens, 1990; Birnberg et 
al., 1990). 

In this paper, both ‘descriptive’ and ‘explana- 
tory’ approaches are used in the case study ana- 
lysis. First, we build up a comprehensive, descrip- 
tive picture of TQM and MAS processes in place 
within the organisation studied. Second, we dis- 
cuss the findings using the theoretical basis out- 
lined in Section 2. As Robert Scapens (1990:274) 
notes, ‘Every researcher will be influenced by his/ 
. her past experience, previous research, papers 
read, and so on. Thus, in any case study there will 
be considerable prior theory, even if it is only im- 
plicit. To make the research meaningful to others, 
the researcher should make explicit, and as 
comprehensive as possible, the theory which 
shapes the case study.’ Archer and Otley (1991), 
Ferriera and Merchant (1992), Otley (1994) and 
Hoque and Hopper (1994, 1997) provide similar 
views on this issue. 


4.2.Sources of data 

The data were collected over a six-month period 
in two phases. A pilot study was conducted during 
1995-1996 for generating issues for more in-depth 
investigations in the second more intensive re- 
- search phase, which lasted for four months during 
1996-97. The study utilised two primary tech- 
niques for data collection. These involved semi- 
structured interviews with 20 employees at differ- 
ent levels and a systematic study of documentary 
materials on the company’s TQM and MAS 
practices. 

The interviewees were selected from different 
hierarchical levels of the organisation and in- 
cluded: members of the board of directors, 
engineering staff, quality staff, accountants, pro- 
ject operators, and site workers and drivers. An 
interview schedule was prepared consisting of sev- 
eral questions which formed the basis of inter- 
views. It was developed based on the literature on 
TOM and the role of MAS therein as noted ear- 
lier. The interview schedule was used flexibly.. For 
example, if a subject showed especial interest in a 
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relevant issue and wished to develop it ne or she 
was allowed and encouraged to do so. If, on the 
other hand, he or she appeared uninterested or un- 
easy about a line of questioning it was dropped. 
The interviews spanned from one to three hours. 

The second method for data collection was the 
study of archival records. Several company docu- 
ments were collected, such as organisation struc- 
ture, minutes of management meetings, memos, 
TQM manuals, accounting statements, budgetary 
reports, performance reports, and MIS reports. 
These documents supplemented the interview evi- 
dence. In addition, information was also collected 
from reports on the service industry from the 
government, management consultants associated 
with certification processes of quality standards, 
professional associations, and local city councils. 

A variety of tactics to check the validity and 
reliability of the evidence was employed, including 
triangulation across data sources and methods, 
cross-checking and referencing similar points with 
different interviewees, getting feedback from par- 
ticipants in the study, and checking out rival ex- 
planations. In general, a high degree of ccnsistency 
was found. 


5. Background to the case study 


The case study was undertaken at a New Zealand- 
based construction firm, DTL Limited or DTL for 
short. DTL was chosen for an in-depth investi- 
gation because it had a TQM system in place and - 
apreed to participate in the study. DTL is an 
engineering construction company estatlished in 
New Zealand on 28 March 1963. A single family 
(76% share) and six outside shareholdsrs (24% 
share) own the firm. The firm offers a variety of 
services, such as contracting work-site work, earth- 
moving, roading, carport development, drainage, 
general cartage—specialisation in bulk cartage and 
cartage of earth-moving machinery—to clients 
throughout New Zealand. In 1996 DTL reported 
turnover of $10.5m and net income of $1.36m. To- 
tal assets at 30 June 1996, were $3.7m. At the time 
of the study the firm employed 120 full-t:me staff. 

The managing director of DTL is also the chair- 
person of the company. DTL’s management board 
has three members: the first represents accounts, 
administration, and quality management; the sec- 
ond represents engineering; and the third repre- 
sents contracts and yard sales. The company is 
organised into four functional departments: ac- 
counts and administration; engineering; contracts 
and yard sales; and quality management. The or- 


5 For details on triangulation approaches, see Yin (1989) and 
Hoque and Hopper (1997). 

6 The actual name of the organisation is not used to preserve 
confidentiality as promised. 
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ganisation chart of the firm at June 1996 is shown 
in Figure 1. 


6. Research results 


6.1. Inception of TOM 

The present focus on TQM implementation at 
DTL has both functional necessities and institu- 
tional influences. The concern with ‘quality’ at 
DTL, according to the company’s managing 
director, started at its inception. At an early stage, 
DTL wanted to be known for quality in the area 
of Hamilton. The company was small; assurance 
of quality was therefore possible through top 
management’s personal inspection. This quality 
assurance system became less effective when the 
business began to grow, especially after the dereg- 
ulation of the transportation and construction 
markets in 1985. The construction companies be- 
gan to specialise according to their core competen- 
cies. Companies like DTL found it useful to con- 
centrate on particular aspects and to use other 
small companies on a contract basis for different 
segments of a job on which it was lacking proper 
expertise. Soon a relational structure was created 
where a single company did not perform the entire 
job. However, such a relational network needed a 
mechanism to ensure quality of performance. The 
head of the engineering department of DTL 
commented: 


‘As the business began to grow, we were fac- 
ing problems in keeping track of different 


Figure 1 
Organisation chart of DTL company 
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operations. Maintenance of quality became 
difficult at on-site operations situated in dif- 
ferent locations. Moreover, we were using 
different sub-contractors to work for us. We 
started to lose control on operational matters 
unless we had a formal quality improvement 
programme such as TQM that could guaran- 
tee quality issues.’ 


Interviews with quality staff of DTL revealed 
that the city council, one of the major clients of 
the company, prefer those tenderers who have 
quality improvement programmes in place. DTL 
competes with other construction firms for con- 
tracts from city councils. As the company was 
committed to quality from its inception, it did not 
face any conceptual problems in adopting a formal 
quality programme. Moreover, a formal quality 
programme was seen as a necessary condition for 
successful bidding in a market where quality is also 
adopted by the competitors in the same industry. 
According to the quality co-ordinator, “The imple- 
mentation of TQM has led to an increase in the 
confidence of clients that DTL’s service quality is 
consistently meeting their needs.’ Another of the 
quality staff stated: 


‘DTL cannot afford to be the major con- 
struction and engineering firm in the market 
without having TQM, while most of its com- 
petitors have TQM very much in place.’ 


Once a successful bidding is complete, DTL uses 
other small construction companies for different 
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parts of the overall project. Instead of directly su- 
pervising the sub-contracts, DTL requires these 
companies to have a proper quality system. Real- 
ising the fact that the ultimate responsibility for 
quality rests with DTL, it cannot afford but to 
insist a proper quality programme with junior 
partners. Thus, the emergence of a wider concern 
for quality is institutionalised and permeates with 
the society. For example, various national forums 
like the New Zealand National Quality Awards 
Foundation, the New Zealand Organisation for 
Quality and the Institute of Professional Engineers 
New Zealand (IPENZ), to some extent, also influ- 
enced the organisation to introduce the formal 
quality system within the company. A senior 
executive of DTL provided further confirmation: 


‘Increased demand for the implementation of 
continuous improvement programme under- 
lying the TQM philosophy in the organisa- 
tion also came from various national forums 
and organisations, such as city councils, 
quality award foundation, institute of engi- 
neers, etc.’ 


The above observations are consistent with the 
argument put forward by several institutional the- 
orists who suggest that some times organisations 
tend to give the external appearance of having im- 
plemented a new management system in order to 
appear modern, rational, efficient and legitimate 
(Meyer and Rowan, 1977; Dimaggio and Powell, 
1983; March and Olsen, 1989; Scott, 1994; see also 
Shields, 1997). 


6.2. Quality strategy and TQM adoption 

In November 1991 DTL embarked on a pro- 

gramme aimed at implementing the formal TQM 
philosophy. For this purpose, a committee was 
formed chaired by the Secretary of the company 
and consisting of all heads of functional depart- 
ments (4) and representatives from site-workers (2) 
and trade union (1). The committee started with a 
process of self-questioning about the organisation 
and themselves: Who are the customers? What are 
their requirements? What is the purpose (vision 
and mission) of the organisation? How can the or- 
ganisation satisfy customers’ need? What processes 
need to be co-ordinated and integrated? DTL is 
committed to: 

(1) delight customers with the company’s genuine 
efforts to innovate, provide excellence in cus- 
tomer service and ongoing quality improve- 
ment; 

(2) take advantage of new opportunities presented 
by new technologies; 

(3) continue to develop the expertise in the 
management team; 

(4) maintain an up-to-date fleet of vehicles neces- 
sary to achieve the organisational goal(s); 
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(5) provide competent drivers, operators, and 
staff to satisfy customers; and 

(6) develop long-term relationships with the com- 
pany’s customers and suppliers. 


To achieve these objectives, according to DTL 
senior managers, the company required a greatly 
expanded commitment to continuous improve- 
ment largely through adopting a formal TQM pro- 
gramme. The director of accounts elaborated: 


‘As a small economy, the New Zealand mar- 
ket is very competitive. So, to be profitable 
and to remain competitive in the market, we 
had to think how to lead people and satisfy 
customers. We believe that service quality is 
vitally important to retain existing customers 
and to gain new ones. The implementation 
of a company wide TQM focused on a qual- 
ity of service to satisfy customers, by involv- 
ing all employees on continuous improve- 
ment, therefore considered to be a vital step 
in the company’s success.’ 


A senior contract manager further put it, ‘It is 
no longer possible for DTL to say to its customers, 
we did the best we could with this service; we are 
ready to fix anything that may go wrong’. A con- 
struction engineer at DTL went on further to say, 
‘Quality is our strong point’ and ‘We do it right 
the first time’. The managing director of the com- 
pany put it, ‘Our TQM spells success’, such be- 
haviour is consistent with suggestions made in the 
TQM literature that under TQM, the overriding 
consideration is to ‘build quality into the input of 
a process’ rather than ‘inspect quality into the out- 
put’. Shank and Govindarajan (1994) provided a 
summary of these views (see also Kanji and Asher, 
1993; Kanji, 1997). 


6.3. TOM culture in the company 

DTL management realised the difficulties of im- 
plementing a new system like TQM. Instead of in- 
troducing the philosophy of TQM all of a sudden, 
as it might alienate employees, management de- 
cided to implement TQM in different sequential 
phases. A careful strategy was devised to relate the 
system with the existing one and to highlight how 
they can be benefited by the system. Quality ini- 
tiatives within the company were encouraged from 
all levels of employees. Employees were organised 
to represent functional work groups or to include 
cross-functional representatives depending on the 
nature of the problem. Interviews with engineering 
and quality personnel at DTL provided evidence 
to support this view, revealing that contract staff 
members enjoy full autonomy to make day-to-day 
decisions within their areas. For example, the con- 
tract manager and supervisor have authority to 
stop any work where there are concerns regarding 
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quality and services. Additional support for this is 
apparent from remarks of a contract manager: 


‘We face many problems during on-site 
work; sometimes we need to resolve them on 
an urgent basis. We are allowed and encour- 
aged to take proper action to solve the prob- 
lems on the spot. The management, however, 
only demands from us a proper explanation 
and report on the issues immediately.’ 


Top management reported that they organised 
workshops and seminars at the initial stage of 
TQM implementation to educate all levels of 
management in TQM and the impact that it may 
have on performance of the company. The head 
of the engineering department commented: 


‘Everybody in the organisation seems to 
have an idea of why the formal TQM was 
needed. Even though they could not define 
quality, they seem to have a clear idea what 
constituted a lack of quality.’ 


During on-site discussions most managers said 
that initially they were not convinced about new 
ways of looking at work practices. There were 
some who were encouraged with the opportunity 
to contribute to the new initiatives. Again, there 
were many who either did not understand the con- 
cepts or were reluctant to see such an organisa- 
tional change. One manager commented: 


‘At first I hated the concept of TQM but 
later when I worked through the process and 
got involved in it, I was convinced that the 
system could bring some real benefits to the 
organisation and to my job as well.’ 


Another manager stated: “The new system has 
increased my workload.’ A construction super- 
visor interviewed further added: ‘In addition to the 
normal workload, the management is now asked 
to put extra effort for the quality programme.’ 
Apart from these managerial perceptions, there 
has been little resistance from all levels of employ- 
ees to TQM implementation at DTL. 

In general, most interviewees believed that since 
its introduction, TQM has continued to serve as 
fundamental to DTL’s management philosophy. 
There have been marked increases in the number 
of orders placed with the firm, in the amount of 
construction work undertaken, in productivity and 
profits. This evidence is consistent with the claim 
that TQM is one of the keys to a firm’s competi- 
tive success (see Johnson, 1994; Powell, 1995; Dan- 
iel et al., 1995). However, Ezzamel (1994) finds this 
argument ‘hard to accept’ given the plentiful evi- 
dence in his study which points in the opposite 
direction. Ezzamel believes that TQM’s promises 
to achieve the ‘best’ results while creating and 
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maintaining a supportive culture are significantly 
overstated. 


6.4. Changes to the company’s management 
accounting systems 

Our field study revealed that the accounting 
data produced by the company’s old management 
accounting system (MAS) supplied information on 
the project under the major heading of expenses 
rather than on specific functional areas, which cre- 
ated values for the project. While each project was 
carried out in different service processes, account- 
ing records were only maintained for the overall 
project. 

In January 1993 the director of accounts and 
administration initiated an update to their old 
MAS in line with TQM’s premises. His 12 years 
of experience as accountant led to a feeling that 
they needed TQM-oriented accounting for rele- 
vant information for effective decision making. 
The new quality system required more information 
processing on a project basis. Such information 
processing helped management to concentrate on 
strategic issues like market developments and de- 
centralised operational decisions to work groups. 

When comparing the old (pre-TQM) MAS to 
new (post-TQM) MAS at DTL, several differences 
can be identified. Some of the more important dif- 
ferences follow and are summarised in Table 1. 


6.4.1. Scope of information processing 

The pre-TQM MAS at DTL was largely his- 
torical and financial accounting-oriented. Empha- 
sis was placed on providing management with ag- 
gregated financial information, such as costs, 
profit, leverage, revenue growth, and the like. In- 
ternal information processing for management de- 
cision making was ad-hoc and tender oriented. 
Tendering process starts when the company de- 
cides to compete for projects in the local market. 
Initially, the project leader in consultation with 
Management accountants prepares proposals with 
the cost figures and technical details for the tender 
offer. The director of accounts elaborated: 


‘In a tender situation our main concern is to 
get the offer. We study our competitors and 
try to predict their prices and set a competi- 
tive price for our tender. Accounting figures 
are calculated separately for each project 
along with a profit margin but we adjust this 
according to the principle of “what will go”. 


DTL’s top management found it necessary to 
change the focus of its firm’s MAS in support of 
TQM. Accordingly, the post-TQM MAS records 
and reports both financial and non-financial events 
of the company. Top management realised that the 
long-term survival of the company depended on 
factors like quality, customer satisfaction and op- 
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Table 1 
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Comparison of pre- and post-TQM adoption MAS in the company studied 


Pre-TQM MAS 


Financial accounting orientation 
(costs, profit, ROI, revenue growth) 


Calculation of aggregated cost data 
No quality costing and management 


No linkage to strategy - short-run 
orientation 


No involvement of accountants within TQM 
programmes 


Annual feedback on performance 
(profit & loss statement variance) 


erational efficiency. These factors were not recog- 
nised and reported in the previous system. “The 
TQM-focused MAS assists management in the 
evaluation and improvement of TQM practices, 
and satisfies managers’ information needs,’ com- 
mented the firm’s managing director. Many ac- 
counting writers (e.g., Albright and Roth, 1992; 
Johnson, 1994; Kaplan, 1994; Shank and Govin- 
darajan, 1994; Dale, 1995) have reached similar 
conclusions on the role of management accounting 
in today’s organisations.’ 

The internal management reporting process 
within DTL has also changed. As part of TQM 
practices, a quality reporting system was intro- 
duced within the company. A study of manage- 
ment reports and interviews with DTL managers 
revealed that there was no provision for formal 
reporting of quality costs in the pre-TQM MAS 
period. A quality report at DTL contains indices, 
such as project-wise actual versus goals, previous 
period comparisons, customers’ opinions regard- 
ing DTL’s quality of services, data on the cost of 
quality, and three-month forecast. Top manage- 
ment held the view that formal TQM within the 
organisation plays a vital role in enabling problem 
areas to be more readily identified, thereby reduc- 
ing rework and streamlining internal processes. 
However, a number of staff at various levels ex- 
pressed concerns that top management places 
heavy emphasis on documentation and quality re- 


T For a detailed discussion on this issue, see also Kaplan and 
Norton (1992 and 1996), McNair, et al. (1990), Nanni et al. 
(1992), Hoque et al. (1997), Ittner et al. (1997); and Chenhall 
(1997). 


Post-TQM MAS 


Orientation encompassing both financial 
and non-financial measures (innovation, client 
satisfaction, on-time completion of project etc.) 


Calculation of project-wise costs 
Provision for quality costing and management 


Linkage to strategy - long term, strategic management 
orientation 


Greater involvement of accountants within 
TQM programmes 


Provision for fortnightly,:monthly feedback 
(project/activity-wise analysis) 





porting processes.* The following extracts on qual- 
ity records from the firm’s Business Systems Man- 
ual (p. 61) provide further confirmation: 


‘All records relating to the operation of the 
quality system shall be adequately main- 
tained and stored by each department and 
those records must be legible, clearly trace- 
able by date, client, and description (as ap- 
propriate), and suitably indexed and filed for 
easy review and retrieval. Hand-written 
changes to documents must be signed and 
dated and twinkling, erasing, or over-writing 
is-not permitted. Where contractually speci- 
fied, records shall be made available to the 
client for an agreed period. However, no re- 
cords, in whole or in part, shall be released 
to any persons outside the company without 
prior consent of the Company Secretary.’ 


6.4.2. Quality systems and management focus 

The pre-TQM MAS at DTL provided data 
mainly for preparing the annual profit and loss 
statement variance. Emphasis was placed on re- 
porting variance for aggregated revenues and op- 
erating and non-operating expenses once a year. 
This approach, according to the company’s quality 
managers, tended to be short-run in nature and 
hence not adequate and relevant to the company’s 
quality improvement related activities. As evident 
in the study, DTL focuses on creating better value 
for the customer by providing services of high 


š The Head of TQM department believed that these were 
acquired by their formal TQM and certification culture. 
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quality. As a construction industry DTL is a con- 
sumer of many materials and components pro- 
duced by other manufacturing companies. The 
quality of output for a construction company is 
primarily affected by the quality of inputs, 
including raw materials and labour resources. For 
example, a supplier may be able to offer the lowest 
price but this may be potentially damaging if the 
goods are of poor qualtty with defective units and 
unreliable delivery schedules. DTL management 
took a number of steps to cope with these 
problems: 

(1) The management decided to procure materials 
from those firms that are ISO accredited. ISO 
gives an implied guarantee of the company’s 
products (but not an explicit guarantee). The 
purchase manager explained, ‘it is difficult to 
establish a long term relationship like Japanese 
firms, as in New Zealand most of the suppliers 
import materials from overseas. To ensure reg- 
ular supply we have to deal with a range of 
suppliers.’ | 

(2) The company involves the client in the deter- 
mination of quality on a construction project. 

(3) As a construction company, DTL views qual- 

Ity of design as very important in terms of ef- 

ficiency. Questions are often asked: Are all 

materials and components compatible? Are 
these components of a reasonably consistent 
standard? Such a need for consistency was ex- 
plained by a supervisor: ‘Unlike manufactur- 
ing firms it is impossible to discard defective 
units, it may be necessary to work on defective 
units involving time, money and reputation. 

So we are careful on the quality of inputs and 

processes to provide quality outputs.’ 

DTL introduced project management as a 

means of promoting project quality. 


(4) 


As pointed out by DTL management, the post- 
TQM MAS has been designed in such a way that 
it could help them to achieve the above various 
strategies of the company. Our field research re- 
vealed that the post-TQM MAS provided a variety 
of measures and reports (e.g. cost of quality-re- 
lated activities, defect rates, returns from custom- 
ers due to poor quality, warranty repair cost, re- 
work) to assess effectiveness of the company’s 
TQM practices. In general, quality managers ex- 
pressed a high degree of satisfaction with the post- 
TQM MAS in the belief that the system helped 
them coordinate, plan and communicate the TQM 
related work to the best interests of the company. 
Other managers interviewed shared this view. This 
evidence is consistent with suggestions made in the 
literature concerning the role of management ac- 
counting in a TQM environment (see Shank and 
Govindarajan, 1994; Johnson, 1994; Ittner et al., 
1997; Kaplan and Atkinson, 1998). 
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6.4.3. Involvement of accountants in TOM À 

Traditionally technical people, such as construc- 
tion and design engineers, dominated the com- 
pany. DTL management tried to build on the pre- 
vailing culture and to focus more on customers. 
Technical people were de-coupled from market 
changes and strategic issues, and only concen- 
trated on the project side of it. After the introduc- 
tion of TQM, strategic information on market and 
competitors were regularly supplied and shared 
with the workgroups. 

Apparently, under pre-TQM MAS, accountants 
played a limited role in the organisation. The qual- 
ity manager explained the situation: 


‘Employees traditionally considered quality 
as a functional (engineering) responsibility 
rather than an organisational long-term goal. 
Organisational structure also separated the 
responsibilities for design and site manage- 
ment. There was hardly any communication 
between the groups and work groups worked 
independently.’ 


In essence, DTL management believed in the 
potential of greater involvement of management 
accountants in TQM practices. They perceived the 
pre-TQM MAS to be ill-suited to the TQM 
environment because of its failure to provide a 
good basis for quality improvement activities. 
Most interviewees believed that under post-TQM 
MAS management, accountants played a valuable 
role in helping the company achieve its goals by 
providing a variety of TQM-related measures and 
reports noted earlier in this paper. 


6.4.4. Frequency of management meetings and 
reporting 

Within DTL, under pre-TQM MAS, there was 
a provision for formal management meetings twice 
a year in order to review and evaluate the perform- 
ance of the company. Under post-TQM MAS, 
DTL has implemented a well-developed monitor- 
ing and reporting system. Management meetings 
are held now at least once every three months to 
discuss issues concerning quality improvement 
programmes, cost management, budgeting, firm 
performance and managerial efficiency. Monthly 
management meetings are also held to review mat- 
ters concerning quality, safety, financial and non- 
financial performance and general company busi- 
ness. Site meetings are held largely on an informal 
basis; the contracts manager, or supervisor in his/ 
her absence, is responsible at present for organis- 
ing such a meeting on the site. Along with these 
meetings, the quality manager is responsible for 
convening a formal management review meeting at 
least twice a year, or more frequently as required, 
to perform a review of the effectiveness and im- 
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plementation of the system. The DTL Transport 
Business Systems Manual (p. 5.1) stated: 


‘Formal accountability meetings shall be 
convened at least twice a year (or more fre- 
quently as required). The review shall nor- 
mally be held during March/April and Sep- 
tember/October each year to coincide with a 
review of internal audit findings and to co- 
incide with the completion and review of the 
company’s financial accounts.’ 


Responsibility for ensuring that timely correc- 
tive action is taken as a result of discussions at the 
review meetings is assigned to a management 
accountant who is also a member of the quality 
management group. The managing director 
commented: 


‘Regular accountability meetings help us re- 
view quality processes and take corrective ac- 
tions, where necessary. Moreover, these 
meetings increase employee efficiency, moti- 
vation through interactions among staff and 
overall performance of the company.’ 


A senior quality manager further reflected: 


“The formal structure of TQM in the com- 
pany helps the company to remain competi- 
tive in the marketplace. We have a system of 
monitoring and recording problems that 
come across during our work. The manager 
who receives a quality related complaint 
from the customer is responsible for ensuring 
that the incident is recorded and passed on 
to the quality manager. The management 
accountant is responsible for initiating and 
assigning responsibility for the investigation, 
determining the action required, action 
taken, and monitoring the effectiveness of 
the corrective action taken.’ 


Certainly, the pre-eTQM MAS had no such fo- 
cus. A quality manager put it thus: “We did not 
feel the need to have a strategy-oriented MAS until 
we implemented TQM practices in the company; 
the content of the post-TQM MAS is basically 
driven by the needs of our TQM systems.’ The 
director of accounts remarked: “We needed to re- 
design our MAS in order to satisfy more fully the 
information needs of our managers in TQM set- 
tings.’ Clearly, the findings noted above indicate 
that the post-TQM MAS is much broader than the 
pre-TQM MAS within the company. 


7. Discussion and conclusions 


This paper reported on a study of the operation 
of total quality management (TQM) practices and 
information system design such as the manage- 
ment accounting system (MAS) within DTL, a 
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New Zealand construction company. More parti- 
cularly, we were interested in understanding the 
relationship between TQM practices and the MAS 
in the organisation. We followed a single case- 
study approach to collect the empirical evidence. 

The observations reported in this paper suggest 
that TQM adoption at DTL helped management 
to show consistent values with its institutional 
environment and to gain acceptance from city 
councils, professional associations, and quality 
standards authorities. The external pressures com- 
pelling New Zealand businesses to give more at- 
tention to TQM were also identified in prior re- 
search (Batley, 1994; Fowler and Lord, 1995). It 
can thus be argued that sometimes organisations 
may adopt a new management system (such as 
TQM) by imitation and copy one another to 
increase their external legitimacy. These observa- 
tions are consistent with the institutional theorists’ 
view that by incorporating externally legitimated 
formal management systems, the organisation may 
be protected from having its conduct questioned 
(Meyer and Rowan, 1977; Dimaggio and Powell, 
1983; Scapens, 1994; March and Olsen, . 1989; 
Scott, 1994; for details, see Lapsley, 1994). 

The findings suggest that the institutional prac- 
tices noted above were acceptable to top manage- 
ment, as these were consistent with the prevailing 
culture within the organisation. We argued that 
TQM adoption needed a different way of defining 
and organising information processing within the 
organisation. As demonstrated above, manage- 
ment achieved this objective through consultation 
and taking small steps towards the implementation 
of TQM. These sequential steps, based on an over- 
all TQM strategy, showed organisational members 
how TQM can make a difference in their activities. 
Implementation problems were also avoided by 
designing a system based on the existing quality 
system and showing the results from initial 
success. 

The findings presented here suggest that TQM 
adoption in the organisation studied eventually 
caused a change in organisational control mecha- 
nisms such as the MAS. The MAS in the organi- 
sation became more decentralised and project-ori- 
ented, rather than the processing of financial 
information for merely project bidding and billing 
purposes. These results are consistent with sugges- 
tions made by Kaplan (1995) on the extended role 
of management accounting in organisational con- 
trol systems (see also Shields, 1997). 

Initial confusions and uncertainties about new 
information processing were handled by involving 
organisational members through teams. Once 
information was processed and distributed, em- 
ployees began to find such information useful in 
their day-to-day activities and decision making. 
Such a behaviour is consistent with arguments put 
forward by Meyer and Rowan (1977) who suggest 
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that by adopting a formal management system the 
commitment of both internal participants and ex- 
ternal constituents may increase (see also Lapsley, 
1994). 

It is apparent from the results reported in this 
paper that, as the company aspired to be known 
for quality from its inception, it did not face con- 
ceptual difficulties for accommodating institu- 
tional requirements. Subsequent quality principles 
were carefully introduced within the organisation 
in a sequential manner based on the existing qual- 
ity principles. Introduction to such commitment to 
quality was seen to be influenced by both institu- 
tional forces and the internal need to be competi- 
tive and successful within the market. 

Methodologically, this study drew from a vari- 
ety of theoretical issues on TQM and MAS. It 
sought to place emphasis on both describing and 
explaining the organisation’s TQM-related ac- 
tions, MAS changes, managers’ perceptions and 
attitudes towards these systems and how these fac- 
tors along with ‘external’ forces may determine 
management’s choice and actions within the or- 
ganisation studied. We therefore conclude that in- 
stead of making TQM and MAS merely the ‘in- 
stitutional’ phenomena within an enterprise, they 
need to be considered and used by businesses as 
part of their economic activities and as an integral 
component of an overall organisational control 
package. For similar views on the issue, see Sca- 
pens (1994) and Scott (1987). 

As this study related to a single-site study, future 
research adopting a multiple-site study may shed 
further light on this issue. The latter case focuses 
on cross-site comparison. It is to be noted that this 
study is not a unique case. The findings reported 
here can be generalised to other situations. Future 
research can compare the findings in this study 
with findings that relate to (1) a large, complex 
publicly traded international service organisation, 
(2) privately owned or publicly traded manufac- 
turing firms, and (3) firms in other countries. Such 
an endeavour could open a new path of research, 
which may improve our understanding of the fac- 
tors that influence the adoption of TQM and MAS 
changes in an organisation. 
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A neural network approach to the 
prediction of going concern status 


Hian Chye Koh and Sen Suan Tan* 


Abstract--The assessment of a firm’s going concern status is not an easy task. To assist auditors, going concern 
prediction models based on statistical methods such as multiple discriminant analysis and logit/probit analysis have 
been explored with some success. This study attempts to look at a different and more recent approach—neural 
networks. In particular, a neural network model of the feedforward, backpropagation type was constructed to 
predict a firm’s going concern status from six financial ratios, using a data set containing 165 non-going concerns 
and 165 matched going concerns. On an evenly distributed hold-out sample, the trained network model correctly 
predicted all 30 test cases. The results suggest that neural networks can be a promising avenue of research and 


application in the going concern area. 


1. Introduction 


In a recent article, Trigueiros and Taffler (1996) 
provided an overview of the potential role of the 
neural network methodology in empirical account- 
ing research, and suggested several research areas 
in accounting where neural network approaches 
could make a potential contribution. Along this 
line, the objective of this paper is to construct a 
going concern prediction model using the neural 
network approach. Going concern is a non-trivial 
concept that has been the focus of rigorous re- 
search efforts for decades. It has continued to be 
a major concern to both academics and practition- 
ers, as evidenced by the recent pronouncements is- 
sued by the New Zealand Society of Accountants 
(NZSA, 1995) and Canadian Institute of Char- 
tered Accountants (CICA, 1996), and recent re- 
search (see, for example, LaSalle and Anandara- 
jan, 1996; Chen and Church, 1996; and Goodman 
et al., 1995). 


2. Going concern concept and assessment 


Generally, existing auditing standards require au- 
ditors to assess the going concern status of audit 
clients. In the US, for example, SAS 59 (AICPA, 
1988) requires an active auditor involvement in as- 
sessing an entity’s continued existence. However, 
the guidelines contained in SAS 59 as to how au- 


*The authors are, respectively, associate professor and ex- 
lecturer at the School of Accountancy & Business, Nanyang 
Business School, Nanyang Technological University, Nanyang 
Avenue, Singapore 639 798. Tel: (65) 790-5646/6422; Fax: (65) 
793-6980. Email: ahckoh@ntu.edu.sg. Correspondence should 
be addressed to Dr H. C. Koh. The final version of this paper 
was accepted in January 1999. 


ditors should make going concern assessments 
have been criticised as being too subjective, general 
and ambiguous (see Koh and Killough, 1988). 
Given the inadequacy of auditing guidelines, it is 
not surprising that some authors have concluded 
that in making going concern assessments, ‘the au- 
ditor is still very much on his own, having to rely 
virtually entirely on his subjective judgement and 
experience’ (Bosch, 1984), and that ‘the tools avail- 
able for formulating a qualified going concern 
opinion are not adequate’ (Zavgren, 1983). 

Empirical evidence has shown that the assess- 
ment of going concern status may be a difficult 
task. For example, in a study of 86 listed UK com- 
panies that filed for bankruptcy in the period 1977 
to 1983, it was found that only 21 of these com- 
panies (i.e., slightly less than 25%) were qualified 
on a going concern basis in their last financial 
statement prior to bankruptcy (Taffler and 
Tseung, 1984). In another study, Menon and 
Schwartz (1986) found similar results. In parti- 
cular, only 63 out of 147 US bankrupt companies 
(i.e., less than 43%) were qualified on a going con- 
cern basis prior to bankruptcy. More recently, 
Koh and Brown (1991) reported in their sample of 
40 US bankrupt companies that only 16 (i.e., 40%) 
were qualified on a going concern basis prior to 
bankruptcy. Also, Raghunandan and Rama (1995) 
reported that 90 (.e., 51%) of their sample of 195 
US bankrupt companies were qualified on a going 
concern basis prior to bankruptcy. These poor 
field records demonstrate the difficulty of assessing 
an entity’s going concern status. 

In view of the above, several researchers have 
advocated the use of statistical techniques to aid 
the auditor in assessing the going concern status 
of audit clients. These techniques are embodied in 
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going concern prediction models in the literature 
and have included statistical methods such as mul- 
tiple discriminant analysis (e.g., Altman and 
McGough, 1974; Altman, 1982; Levitan and 
Knoblett, 1985; and Koh and Killough, 1990) and 
logit and probit analyses (e.g., Menon and 
Schwartz, 1987; Dopuch, Holthausen and Lef- 
twich, 1987; Koh, 1991; and LaSaile, Anandarajan 
and Miller, 1996). 

In recent years, the neural network approach 
has been proposed as an appropriate (if not better) 
alternative to classical statistical classification 
techniques under certain conditions (Denton, 
Hung and Osyk, 1990; Hart, 1992). The neural 
networks literature suggests that neural networks 
can provide results that are comparable to, if not 
better than, results from statistical techniques. 
Further, neural networks can alleviate some of the 
limitations inherent in the use of statistical tech- 
niques (e.g., restrictive statistical assumptions). 
Thus, neural networks appear to have significant 
potential in the assessment of going concern status 
(see, for example, Coats and Fant, 1993; Yoon et 
al., 1993; and Altman, Marco and Varetto, 1994). 

Given this, this paper explores the use of the 
neural network approach in the context of going 
concern prediction. The findings of the study are 
expected to be useful in assessing the comparative 
utility of different classification techniques, and in 
providing a tool to auditors for making going con- 
cern decisions. 


3. A neural network model for going 
concern prediction 


The neural network approach to classification and 
prediction is well documented in the literature and 
hence will not be repeated here (see, for example, 
Trigueiros and Taffler, 1996). To explore its use in 
going concern prediction, this study applies neural 
networks to a prior study by Koh (1991), who 
compared the predictions of a going concern pre- 
diction model and the assessments of auditors on 
the going concern status of a sample of 165 going 
concerns and 165 matched non-going concerns. In 
Koh (1991), probit analysis was applied to data 
from 330 US companies for the period 1978-1985 
to estimate the model coefficients. The Lachen- 
bruch U method hold-out accuracy rates of the 
model are 85.45% for non-going concerns, 100% 
for going concerns, and 99.9% overall (weighted 
by the relative occurrence of going and non-going 
concerns). The corresponding accuracy rates of the 
auditors based on their audit reports are 54.37% 
for non-going concerns, 100% for going concerns, 
and 99.73% overall. 

In this study, a three-layer, feedforward, back- 
propagation neural network was used. The model 
consisted of an input layer of six neurons for six 
financial ratios, a hidden layer of 13 hidden nodes, 
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and an output layer of one node. The output 
ranged from 0 to 1. In interpreting the output, an 
observation with an output value of less than 0.5 
was Classified as a going concern, while one with 
an output value of greater than or equal to 0.5 was 
classified as a non-going concern. 

The sample data for constructing the neural net- 
work model was taken from Koh’s (1991) study. 
The following six financial ratios were used as in- 
puts to the neural network: (1) quick assets to cur- 
rent liabilities (QACL), (2) market value of equity 
to total assets (MVTA), (3) total liabilities to total 
assets (TLTA),. (4) interest payments to earnings 
before interest and tax (IEBT), (5) net income to 
total assets (NITA), and (6) retained earnings to 
total assets (RETA). (See Koh [1991] for details 
on the sample data and variable definitions.) The 
neural network model for going concern predic- 
tion is shown in Figure 1. 


4. Results of the neural network model 


The neural network going concern >rediction 
model was implemented with the WinNN™ soft- 
ware.! Approximately 10% (.e., 30 test cases, 
evenly distributed between going and non-going 
concerns) of Koh’s (1991) data set of 230 obser- 
vations were randomly selected and set eside for a 
hold-out evaluation of the neural network 
performance. The remaining 300 observations 
were used to tram the network. 

As shown in Figure 1, the neural network going 
concern prediction model comprises six input 
nodes (i.e., the six financial ratios) in the input 
layer, 13 hidden nodes in the hidden layer, and an 
output node (i.e., the prediction of going concern 
status) in the output layer. Let the input nodes, 
hidden nodes and output node be denoted I (=1 
to 6), H (=1 to 13) and O (=1), respectively. Fur- 
ther, let inputs, outputs and interconnecting 
weights be denoted by i, o and w, respectively. 
Then, the input to'a hidden node (1,,) is calculated 
as the summation of input layer outputs (op multi- 
plied by the corresponding interconnecting weights 
(w,). That is: 


i => Wy Oy (1) 


Also, as described by the sigmoid function, the 
output of a hidden node (Oy) as a function of its 
inputs (i) is given by: 


l WinNN™, a neural network software for pezsonal com- 
puters in the Microsoft Windows’™ operating environment, is 
developed by Dr Y. Danon, 50 Hagilad Street, Arad 89034, 
Israel; e-mail: danony@rpi.edu. 
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Figure 1 
Neural network model for going concern prediction 


STATUS 


Output layer O 











STATUS = Going concern status of company 

QACL = Quick assets to current liabilities 

MVTA = Market value of equity to total assets 

TLTA = Total liabilities to total assets 

IEBT = Interest payments to earnings before interest and tax 

NITA = Net income to total assets 

RETA = Retained earnings to total assets 

Oy = I (2) i, =), Wy On (3) 
I +e n 

Similar calculations apply to the hidden nodes in pee l (4) 
the hidden layer and the output node in the output 1 upa 


layer. That is: 
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(Note: The interconnecting weights in [1] are not 
the same as those in [3D. 

The interconnecting weights in the neural net- 
work going concern prediction model are sum- 
marised in Table 1. 

On the hold-out test data, using a cut-off level 
of 0.5 in the output to signify a going concern ver- 
sus a non-going concern, the trained network cor- 
rectly classified all 30 test cases, comprising 15 go- 
ing concerns and 15 non-going concerns. That is, 
the network’s accuracy rate is 100% for going con- 
cerns, non-going concerns, and overall, in each 
case. The accuracy rates of the auditors, the probit 
model (Koh, 1991) and the neural network are 
summarised in Table 2. The hold-out results are 
presented in Table 3. 


4. Conclusion 


The results suggest that the neural network is at 
least as good as both the auditors and the probit 
model for predicting going concern status of firms 
from financial ratios. It should be noted, however, 
that this comparison is not entirely equitable; in 
particular, the Lachenbruch U method for hold- 
out testing with the probit model was not at- 
tempted here. The need to retrain the network for 
each test case would be infeasible within the con- 


Table 1 
Interconnecting weights of neural network model 


Node 
2 


ACCOUNTING AND BUSINESS RESEARCH 


straints of the study. A more exhaustive hold-out 
test like the Lachenbruch U method could con- 
ceivably reduce the apparent predictive capability 
of the network model. 

On the other hand, there are several ways in 
which the performance of the present neural net- 
work may be further improved. The most readily 
accomplished, perhaps, would be to enlarge the 
training data set, or continue training the network 
as more training cases are collected. Additional 
training could help the network to pick up more 
new patterns, or strengthen its recognition of some 
patterns that it has difficulty with presently. 

A more important consideration is the implicit 
model of going concern used. In the study, the net- 
work has been constrained to working with only 
the six financial ratios used in Koh (1991), which 
may not be the most appropriate for the network 
model. A better approach would be to begin net- 
work training with a large number of input vari- 
ables, and to allow the network itself to select the 
most discriminating variable through its internal 
process of self-organisation. Thus, a parsimonious 
model that is more internally consistent and cor- 
rect from the network’s point of view can be ar- 
rived at rather than be arbitrarily imposed at the 
outset. 


— 1.2919 
1.5736 
— 3.0948 
3.4716 
— 3.8518 
0.5343 
— 4.1620 
3.8518 
— 1.4552 
— 1.5487 
1.9189 
— 1.4740 
— 0.9288 


1.4748 
0.0608 
1.1088 
— 1.7151 
1.0478 
— 1.4635 
0.2471 
2.9925 
— 1,5489 
1.6800 
— 1.3918 
— 3.2479 
— 1.7903 


— 0.7445 
0.4731 
— 0.6464 
1.5166 
0.8320 ` 
— 1.6206 
— 1.9838 
0.0680 
— 2.7006 
— 3.8039 
1.1740 
1.6278 
— 1.8089 


1.0923 
0.9675 
— 0.4594 
— 1.9108 
0.5539 
0.9388 
4.7112 
— 3.0032 
0.8004 
1.5506 
1.8209 
1.5102 
1.3851 


0.7894 
1.49737 
1.1811 
— 1.0374 
—0,3472 
0.9583 
0.3435 
— 0.9030 
2.8183 
— 1.5812 
3.2994 
-1.2572 


Node 13 3.2692 


From hidden nodes to output node 
Node 3 Node 4 Node 5 
— 1.9166 2.4069 — 1.0360 


Node 2 
0.2906 


Node 12 
—3.5450 


Node Il 
1.3286 


Node 10 
— 2.4982 


Node 9 
— 0.7421 
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Table 2 
Comparison of going concern prediction results 


Overall (weighted) 


Non-going concerns 


54.37% 
84.45% 
100% 


Going concerns 


100% 
100% 
100% 


99.73% 
99.91% 
100% 


Audit opinion 
Probit model 
Neural network 


Table 3 

Hold-ont test data and results 
Item QACL MYTA 
1 0.39 0.04 
2 3.39 0.40 
3 0.45 1.09 
4 1.01 0.28 
5 0.59 0.21 
6 0.21 0.06 
7 4.98 0.03 
8 1.17 Li 
9 1.20 0.17 
10 0.36 0.24 
i 1.40 0.51 
12 0.69 0.43 
13 1.21 0.31 
14 1.89 1.03 
15 1.29 1.16 
16 23.22 0.94 
17 0.38 1.57 
18 2:31 1.30 
19 1.49 0.33 
20 0.43 0.98 
21 0.61 0.15 
22 0.67 0.01 
23 1.06 0.48 
24 2.32 0.21 
25 0.10 0.12 
26 0.64 0.12 
27 0.43 0.22 
28 0.08 1.60 
29 1.26 0.38 
30 0.00 0.40 


QACL =Quick assets to current liabilities 
MVTA =Market value of equity to total assets 
=Total liabilities to total assets 
= Interest payments to earnings before interest and tax 
NITA =Net income to total assets 

RETA =Retained earnings to total assets 


TLTA 
IEBT 


ILTA 


1.09 
0.38 
0.66 
0.55 
0.58 
0.81 
0.84 
0.61 
0.77 
0.77 
0.46 
0.75 
0.52 
0.61 
0.71 
0.05 
0.63 
0.30 
0.65 
1.10 
0.77 
0.77 
0.49 
0.35 
0.70 
0.92 
1.11 
2.03 
0.47 
1.21 


IEBT 


— 0.66 
0.06 
— 0.65 
— 0.56 
0.12 
6.42 
1.00 
0.34 
—3.11 
— 1.60 
0.21 
— 0.61 
0.19 
0.08 
0.42 
0.00 
— 0.06 
0.03 
0.15 
— 0.09 
0.51 
1.39 
0.05 
0.15 
0.97 
12.58 
0.47 
—0.12 
0.19 
— 0.11 


Predicted = Predicted score from neural network model 


Actual 


NITA 


=0.15 
0.50 
— 1.46 
0.33 
0.27 
— 0.01 
— 0.03 
0.03 
0.03 
0.01 
0.32 
— 0.34 
0.17 
0.38 
0.21 
0.16 
0.03 
0.66 
0.32 
— 0.47 
— 0.58 
0.18 
0.47 
0.38 
0.14 
—0Q.12 
— 0.16 
= 522 
0.29 
— 0.62 


RETA 


— 0.16 
0.14 
— 0.34 
— 0.05 
0.15 
— 0.04 
0.02 
0.04 
— 0.05 
=, 1 
0.06 
—Q.17 
0.06 
0.13 
0.06 
— 0.02 
— 0.24 
0.13 
0.05 
— 0.47 
0.17 
— 0.05 
0.14 
0.12 
—0.11 
— 0.09 
— 0.16 
= 1:75 
0.07 
— 0.69 


= Actual status of company (0=non-going concern; 1 = going concern) 


0.0002 
0.9996 
0.0001 
0.9662 
0.8006 
0.0092 
0.8800 
0.9346 
0.0779 
0.0021 
0.9970 
0.0022 
0.9618 
0.9989 
0.9833 
0.9997 
0.2669 
0.9997 
0.9860 
0.0023 
0.0007 
0.1721 
0.9981 
0.9992 
0.0067 


. 0.0105 


0.0013 
0.0000 
0.9938 
0.0001 


Predicted 


Actual 
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Other neural network architectures can also be 
explored. Besides the feedforward, backpropaga- 


tion strategy used in the study, a large repertoire `: 


of other approaches has been developed, some of 
which may be more suitable than others for the 
task at hand. Alternative architectures include var- 
lations on the orthodox feedback, backpropaga- 
tion scheme, as well as many fundamentally dif- 
ferent architectures such as the probabilistic and 
general regression neural networks (which train 
well on sparse data sets) and the Kohonen self- 
organising feature map (which uses an unsuper- 
vised training scheme). 

Finally, the sensitivity of the results to different 
hold-out samples is not examined in the study. 
Thus, the robustness of the findings is not verified. 
Further, while the neural network approach per- 
forms better than probit analysis and auditors in 
the study, the source of any improved performance 
(i.e., how any improvement has been achieved) is 
not investigated. 

Notwithstanding the above, it is surmised that 
with respect to the usefulness of neural networks 
as an aid to auditors, an approach incorporating 
the neural network in going concern prediction 
and other auditing research is a potentially power- 
ful alternative or complement to the more com- 
monly used statistical methods. While further re- 
search is useful in this relatively new field, neural 
networks are generally effective for modelling 
complex, non-linear processes where conventional 
methods may not be feasible or may lack resolu- 
tion. A significant benefit is that neural methods 
can now be implemented very easily by using one 
of the increasingly available and inexpensive soft- 
ware packages for personal computers such as 
BrainMaker™, NeuroShell™, and WinNN™. For 
greater flexibility, neural networks can also be 
readily custom-coded using any high-level pro- 
gramming language, or even in general purpose 
spreadsheet software. 
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Are large auditors more accurate than 


small auditors? 
Clive Lennox* 


Abstract--Theoretical research suggests that large auditors have more incentive to issue accurate reports compared 
to small auditors (DeAngelo, 1981; Dye, 1993). Controlling for the client characteristics of large and small auditors, 
this paper shows that large auditors issue reports that are more accurate and more informative signals of financial 
distress. These findings are consistent with the theoretical prediction of a positive relationship between auditor size 


and auditor accuracy. 


1. Introduction 


Existing theories predict that large auditors have 
more incentive to issue accurate reports.! Reputa- 
tion arguments suggest that large auditors suffer a 
greater loss of rents as a result of inaccurate re- 
porting (DeAngelo, 1981). Moreover, auditors 
have more incentive to give accurate reports, the 
greater is the litigation penalty that is suffered for 
inaccuracy (Dye, 1993). Since large auditors have 
deeper pockets than small auditors, they should 
have more incentive to issue accurate reports.” 
Much empirical evidence indicates that large au- 
dit firms are associated with higher quality. Large 
auditors tend to receive higher fees than small au- 
ditors (Simunic and Stein, 1987; Beatty, 1989); in 


*This paper is based on the authors PhD. thesis whilst at 
Nuffield College, Oxford University. He would like to thank 
Anindya Banerjee, Steve Bond and anonymous referees for 
helpful comments. Thanks are also owed to seminar partici- 
pants at the Institute of Economics and Statistics at Oxford 
University. Financial assistance from the ESRC is gratefully 
acknowledged. Correspondence should be addressed to Dr 
Lennox at the Department of Economics, University of Bristol, 
8 Woodlands Road, Bristol BS8 1TN. The final version of 
this paper was accepted in January 1999. Email: 
C.Lennox@bristol.ac.uk 

l Between 1987-94, the large UK audit firms were known as 
the “Big Six’, comprising Price Waterhouse, KPMG Peat Mar- 
wick, Arthur Andersen, Touche Ross, Coopers & Lybrand and 
Ernst & Young, All other audit firms are referred to as small 
in this paper. 

2 Large audit firms have deeper pockets than small audit 
firms because of joint and several liability. The Economist 
writes (7 October, 1995): ‘As partnerships, the large account- 
ancies operate under the legal principle of joint and several 
liability. This means that when a company collapses, its audi- 
tors who not only have deep pockets, but cannot abscond, may 
_be hit for the entire bill if they were negligent, even if other 
parties were careless too. Moreover, if the claim amounts to 
more than an auditing firm’s capital, all of the firm’s partners 
are liable right down to their bootstraps for the bill—even if 
they had nothing to do with the error.’ Similarly, the Financial 
Times writes (4 July, 1996): “The big audit firms can find them- 
selves targeted for lawsuits because of their “deep pockets”— 
including their statutory insurance cover,’ 


IPOs, high reputation investment banks prefer 
their clients to hire large auditors, and companies 
that do hire large auditors are charged a smaller 
banking fee (Menon and Williams, 1991; Balvers 
et al., 1988). These results suggest that large au- 
ditors offer higher quality services; however, qual- 
ity is not really the same thing as accuracy. Large 
auditors may give a higher quality service, but this 
does not necessarily mean that large auditors are 
more accurate. 

Theories on auditor selection have argued that 
a company has more incentive to hire an accurate 
auditor when it has favourable information and 
when agency costs are high. This is because an 
accurate auditor is more likely to attest to the 
company’s private information and because hiring 
an accurate auditor can be a signal to investors 
that the company has favourable private informa- 
tion (Titman and Trueman, 1986; Datar et al., 
1991). Empirical studies have tested these theories 
by examining the stock market reaction to differ- 
ent types of auditor switch and by examining the 
relationship between agency costs and auditor 
choice. If companies with favourable private 
information prefer to hire large auditors, the stock 
market should react more favourably when com- 
panies switch to large auditors than to small 
auditors. 

Some studies have found that the stock market 
reacts in the hypothesised direction (Nichols and 
Smith, 1983; Eichenseher et al., 1989); other 
studies have found no significant difference in 
market reaction for different types of switch (Firth 
and Smith, 1992; Johnson and Lys, 1990; Schwartz 
and Soo, 1995). Unfortunately, the event study ap- 
proach is not a useful way of testing whether large 
auditors are more accurate, because a switch to a 
large (small) auditor may signal good (bad) news 
for reasons that have nothing to do with accuracy. 
In particular, a company may switch to a large 
(small) auditor if it is expecting to grow (decline). 
Thus, the stock market reaction may reflect a com- 
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Figure 1 
An auditor’s expectations about its clients’ bankruptcy probabilities 


f (P 


pany’s product market opportunities rather than 
differential accuracy between auditors. Studies 
have generally confirmed the predicted relation- 
ship between agency costs and auditor choice— 
companies with high agency costs are more likely 
to hire large auditors (Francis and Wilson, 1988; 
Johnson and Lys, 1990; DeFond, 1992). Although 
this is consistent with the view that large auditors 
are more accurate, there is an alternative explana- 
tion—managers may simply value the prestige that 
comes from being associated with large auditors in 
much the same way as they might value non- 
profit-maximising profits. 

In contrast to these studies, this paper directly 
investigates the relationship between auditor 
accuracy and auditor size. Using a bankruptcy 
model to control for differences in client charac- 
teristics, it shows that large auditors’ reports are 
significantly more accurate indicators of financial 
distress compared to small auditors’ reports. The 
next section describes the methodology used to 
evaluate the accuracy and informativeness of audit 
reports. The following sections describe the data 
and present the results. 


2. Research methodology 


2.1. Evaluating the accuracy of audit reports 

In evaluating the accuracy of audit reports, it is 
helpful to consider Figure 1. The horizontal axis 
shows an auditor’s expectations about its clients’ 
bankruptcy probabilities (P); the vertical axis 
shows the density function f(P). Figure 1 illustrates 
. the case where most companies have low expected 
bankruptcy probabilities. An auditor is assumed to 
choose a ‘cut-off probability’ P*, which determines 
the number of companies that are given qualified 
reports; companies with low bankruptcy prob- 
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abilities (those lying to the left of P*) are given 
unqualified reports while companies with high 
bankruptcy probabilities (those lying to the right 
of P*) are given qualified reports. 

The main difficulty in measuring the accuracy 
of audit reports is that one does not directly ob- 
serve whether companies deserve clean or qualified 
audit opinions. Therefore, previous research has 
used the bankruptcy outcome as an ex post 
measure of whether a company should have been 
given a qualified report. This approach is not a 
perfect measure of accuracy—for example, a com- 
pany could enter bankruptcy after being given an 
unqualified report if there were no obvious prob- 
lems when the audit was undertaken; similarly, a - 
company could survive following a qualified report 
even if there were clear financial problems. There- 
fore, previous research has used bankruptcy mod- 
els as a benchmark for evaluating the accuracy of 
audit reports (Altman and McGough, 1974; Koh, 
1991). 

For financially distressed companies that sur- 
vive, the bankruptcy model is likely to predict 
bankruptcy and the auditor may qualify; similarly, 
for companies that are apparently healthy prior to 
failure, the bankruptcy model may incorrectly pre- 
dict survival and the auditor is likely to give an 
unqualified report. If bankruptcy is difficult (easy) 
to predict, one would expect error rates to be high 
(low) for both the model and auditors. If auditors 
have access to private information that is useful 
for identifying failing companies, one might expect 
audit reports to be more accurate than the model. 
If audit reports are affected by factors other than 
the probability of bankruptcy, one migat expect 
audit reports to be less accurate than the model. 
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This paper compares the accuracy of audit re- 
ports and a bankruptcy model by measuring two 
errors. Following Koh (1991), the type I error rate 
is equal to the proportion of failing companies that 
are given unqualified reports and the type II error 
rate is equal to the proportion of non-failing com- 
panies that are given qualified reports.’ Practition- 
ers might argue that Koh’s definition of a type H 
error ig problematic, since a qualified report sig- 
nals a potential problem rather than predicts 
bankruptcy. The reason for calculating both type 
I and type IJ errors is best explained by consider- 
ing an extreme case, where an auditor always gives 
qualified reports (i.e. the auditor chooses P* =0). 
If one ignored type IH errors and simply measured 
accuracy in terms of type I errors, one would have 
the misleading impression that this uninformative 
reporting strategy maximises accuracy. 

Calculating both type I and type IJ errors helps 
clarify an important distinction between the 
accuracy and conservatism of auditors. For a 
given distribution of bankruptcy probabilities, an 
increase in auditor conservatism raises the fre- 
quency of qualified reports (a more conservative 
auditor chooses a lower P*). Therefore, a more 
conservative auditor has lower type I and higher 
type If error rates for a given level of accuracy. 
On the other hand, a more accurate auditor has 
lower type I and type IJ error rates, for a given 
level of conservatism (i.e. for a given choice of P*). 


2.2. Evaluating the incremental information 
content of audit reports 

In addition to measuring the accuracy of audit 
reports, it is useful to test whether reports signal 
useful incremental information about the prob- 
ability of bankruptcy (Hopwood et al., 1989). The 
accuracy of audit reports is not necessarily related 
to their incremental information content. For ex- 
ample, auditors might give going-concern qualifi- 
cations (clean opinions) when their private 
information is less (more) favourable than public 
information (Grout et al., 1994). In this view, au- 
dit opinions are used to signal auditors’ private 
information and do not fully reflect all public 
information. Thus, it is theoretically possible that 
the incremental information content of audit re- 
ports could be high (low) even if accuracy is low 
(high). The role of public and private information 
is shown in equations (1) and (2): 


FAILS,,* = Bot B Xat BaZa +i, (1) 


3 This does not imply that a qualified report is necessarily 
equivalent to a prediction of bankruptcy. For example, if an 
auditor chooses a P* which is less than 0.5, qualified reports 
would be given to companies which the auditor believes are 
more likely to survive than fail. Table 5 shows that, on average, 
large (small) auditors give going-concern qualifications to com- 
panies whose bankruptcy probabilities exceed 18% (15%). 
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GQ, * = Y HY Kn bY Loe tUi (2) 
where: 


FAILS, =1 if company i issues its final annual 
report in year t prior to entering bank- 


ruptcy; 
=0 otherwise. FAILS,*20 = if 

FAILS, =1; FAILS,,* <0 if 
FAILS, = 0. 

GQ, =1 if company i receives a going-concern 
qualification in year t;=0 otherwise. 
GQ,*>0 if GQ,=1; GQ,*<0 if 
GQ," =0. 

Xi = Publicly observable variables capturing 
financial health. 

Z, = Privately observable variables captur- 
ing financial health. 


Equation (1) states that the likelihood of failure 
depends on variables that capture the financial 
health of the company. Some of these variables are 
publicly observable (X,,); others are observable to 
the auditor but not publicly observable (Z,,). Equa- 
tion (2) allows audit reporting to depend on the 
financial health of companies (X,, and Z,,). It is 
assumed that E[u,,, u,,J= 0. This makes sense be- 
cause there is usually a lag of several months be- 
tween the audit reporting decision and the bank- 
ruptcy event. 

One would like to test whether audit reports sig- 
nal valuable private information about the prob- 
ability of bankruptcy. However, one cannot 
directly test the null hypothesis y,=0 because the 
statistician does not observe Z,,. This problem can 
be circumvented by including the audit report vari- 
able (GQ,,) in the bankruptcy model as shown in 
equation (3): 


FAILS,* = BotB)X,+B;GQ,+Vi (3) 


Under the null hypothesis that audit reports do 
not signal valuable private information about the 
probability of bankruptcy, y,f,=0. If y,B,=0 it 
must also be true that E[GQ,, va] =0, which implies 
that B,=0. If reports do not signal valuable pri- 
vate information about the probability of bank- 
ruptcy, audit reports should not be useful for pre- 
dicting bankruptcy after controlling for all 
publicly observable financial distress variables 
(X. Under the alternative hypothesis, a going- 
concern qualification is a signal of financial dis- 
tress (7,8,>0) and audit reports should be useful 
for identifying failing companies (8,>0). Under 
the null hypothesis that large and small auditors’ 
reports are equally informative, one should be un- 
able to reject the null hypothesis that £, is the same 
for large and small auditors. Under the alternative 
hypothesis, large auditors’ reports have greater 
incremental information content and $, is signifi- 
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cantly more positive for large auditors than for 
small auditors. 


3. Data 


3.1. The sample 

An attempt was made to collect data on all pub- 
licly quoted UK companies between 1987—94.4 For 
failing companies, data were collected from all ac- 
counts published from 1987 until the first public 
announcement of failure; for non-failing com- 
panies, data were collected in all available years 
between 1987-94.5 

Firstly, information on companies’ auditors and 
audit reports was collected from microfiche copies 
of companies’ annual reports. From each report, 
it was noted whether the auditor had given a quali- 
fied or unqualified audit opinion. When there is a 
significant possibility of the company ceasing to 
trade in the foreseeable future, the auditor is re- 
quired to state that the accounts give a true and 
fair view subject to the company remaining a go- 
ing concern. The ‘Auditing Guideline on Going 
Concern’ (August 1985) states: “The going concern 
concept identified in Statement of Standard Ac- 
counting Practice No. 2 is “that the enterprise will 
continue in operational existence for the foresee- 
able future”. This means in particular that the 
profit and loss account and the balance sheet as- 
sume no intention or necessity to liquidate...The 
foreseeable future should normally extend to a 
minimum of six months following the date of the 


4 A UK company is so defined if its headquarters and auditor 
were based in the UK. Many of the companies in the sample 
had overseas operations and overseas shareholders. 

5 There were no cases where failing companies issued ac- 
counts after the first public announcement of failure. 

6 These are located in the Corporate Information Library at 
Warwick University. Data on companies that were taken over 
were collected up to the point of takeover, and thereafter these 
companies were treated as missing observations. 


Table 1 
Financial health and audit reporting (1987-94) 
1987 


S, 799 
F 4 5 6 


1988 
862 


1989 
903 


NEAILS, 5 13 31 
NGQ, l 3 3 
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audit report or one year after the balance sheet 
date whichever periods ends on the later date.’ 

In the sample, qualifications were given for fun- 
damental uncertainties and non-compliance with 
Statements of Standard Accounting Practice 
(SSAPs) as well as for going-concern reasons.’ ` 
Failing companies that received qualified reports 
more than one year prior to failure were included 
in the analysis so as to calculate type I and type 
II error rates for alternative bankruptcy horizons.® 
A list of companies that entered administration, 
receivership or liquidation was obtained from 
Stock Exchange Financial Yearbooks.’ All such 
companies are defined in this paper as failing. Mi- 
crofiche data were available for 1,086 companies 
of which 123 failed between 1987-94. 


7 ‘Fundamental uncertainties’ arose where auditors were un- 
certain about provisions made for tax, slow-moving stocks, bad 
debts or litigation—-72 companies received qualifiec reports for 
issues other than going-concern while 17 companies received 
reports that were qualified for both going-concermm and non- 
going-concern issues. The former were coded with z£ zero, while 
the latter were coded with a one. 

š For example, a qualification two periods prior to failure is 
classified as a type II error when the bankruptcy hcrizon is one 
period and is classified as an accurate report when the horizon 
is two or more periods. Longer bankruptcy horizans have the 
disadvantage that there is a greater probability o? mis-classi- 
fying a type II error as an accurate report. As shown in Table 
2, the conclusions of this study are not sensitive to different 
bankruptcy horizons. 

9 In the UK, there are three types of reorganisation pro- 
cedure when a company becomes insolvent-—liquidation, re- 
ceivership and administration. In a liquidation, the assets of 
the company are sold so as to meet the claims of creditors. In 
a receivership, the receiver can decide whether it is in the cred- 
itors’ interests to sell the company’s assets. Generally, it is in 
the creditors’ interests to liquidate if the liquidation value of 
the company exceeds its going concern value. The possibility 
of administration was introduced by the 1986 Insolvency Act 
in an attempt to reduce the number of inefficient kquidations. 
However, few administrators have been appointed compared 
to the numbers of companies entering receivership or liquida- 
tion. The results m this paper are not sensitive to different kinds 
of reorganisation procedures. 


1991 1994 


925 883 
46 7 
26 2 
27 26 21 


S,= Number of observations in year t for which microfiche data were available. 
F,= Number of UK publicly quoted companies in the population which entered bankruptcy in year t. 
NFAILS, = Number of companies in the sample which issued their final annual reports in year t, prior to 


entering bankruptcy. 


NGQ,= Number of companies which received going concern qualifications m year t. 
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Next, a search was made of Datastream for data 
on the number of employees, cashflow ratios, prof- 
itability ratios and leverage ratios.!° Data on each 
companys Standard Industrial Classification 
(SIC) codes were collected from Extel, because in- 
dustry sector is likely to be an important deter- 
minant of bankruptcy. Data for some of the 1086 
companies in the initial sample were unavailable 
from Datastream and Extel. The final sample com- 
prised 976 companies of which 90 failed over the 
eight-year period. The frequency of failure in the 
sample is 1.73% which is approximately equal to 
the population frequency (Morris, 1997). 


3.2. Bankruptcy and audit reporting between 
1987-94 

Table 1 shows the pattern of bankruptcy and 
audit reporting over the period 1987-94. Row 1 
shows the total number of companies for which 
audit data were available in the initial sample of 
1,086 companies. The number of companies in the 
final sample (976) exceeds the number of obser- 
vations in each year due to missing observations.!! 
Row 2 shows the number of failing companies in 
the population. Given the timing of the economic 
cycle, it is unsurprising that most failures occurred 
between 1990-92. A comparison of rows 2 and 3 
shows that there is an average lag of around a year 
between the last annual report of a failing com- 
pany (FAILS,) and its entry into bankruptcy (F,).” 
Companies which received going-concern qualifi- 
cations were coded with a 1, whilst those that did 
not were coded with a zero. Row 4 shows that the 
number of going-concern qualifications jumped up 
in 1990 and remained high during the recovery of 
1993-94, 


3.3. The accuracy of large and small auditors’ 
reports 

Panel A of Table 2 shows that both type I and 
type H error rates are smaller for large audit firms 
than for small audit firms. The difference in type 
I error rates was statistically significant at the 10% 
level, while the difference in type II error rates was 


10 These variables are defined in Table 3. 

H Companies with observations that were missing for rea- 
sons other than bankruptcy or take-over were not dropped 
from the sample because this could.cause problems of sample 
selection bias. There are two reasons why the presence of miss- 
ing observations is not likely to cause problems. First, there are 
not very many missing observations—the majority of com- 
panies (653) have a complete panel of data covering all eight 
years. Secondly, when the sample proportion of companies dif- 
fers from the population proportion, the logit model has con- 
sistent coefficient estimates for all variables except the constant 
(Anderson, 1972). For all models reported in this paper, the 
results from probit and logit models were found to be very 
similar and so sample selection bias does not seem to be a 
problem. 

12 The average lag was in fact 14 months. 
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not significant. Panel B reports the accuracy rate 
which is equal to the number of type I and type I 
errors divided by the total number of reports. For 
example, large auditors committed 42 type I errors 
and 58 type I errors in 4511 audit reports; there- 
fore the accuracy rate for large auditors is 97.78% 
[((4511-42-58)/4511]. The results indicate that the 
reports of large auditors were significantly more 
accurate than those of small auditors (at the 1% 
level). The difference in large and small auditors’ 
accuracy rates was highly significant because both 
type I and type H error rates were lower for large 
auditors.!3 

In panels A and B the bankruptcy horizon was 
assumed to be a single reporting period—this 
definition makes sense because of the Auditing 
Guideline’s definition of the ‘foreseeable future’. 
However, the result that large auditors’ reports are 
more accurate is robust to considering alternative 
bankruptcy horizons. Panel C measures the 
accuracy of reports when the horizon is two re- 
porting periods (a type I error occurs when a fail- 
ing company does not receive a qualification in its 
final or penultimate reports; a type II error occurs 
when a qualified report is not followed by bank- 
ruptcy within two reporting periods). Once again, 
large auditors’ reports were significantly more 
accurate than small auditors’ reports—simuilar re- 
sults were found for bankruptcy horizons of more 
than two periods. 

The superior accuracy of large auditors’ reports 
could have occurred because large auditors were 
more accurate or because it was easier to predict 
bankruptcy for large auditors’ clients. For exam- 
ple, large auditors’ clients tend to be large and are 
unlikely to fail. Therefore, a bankruptcy model 
was used as a benchmark for evaluating the 
accuracy of audit reports. If it is easier to predict 
bankruptcy for large auditors’ clients, one should 
find that the bankruptcy model is more accurate 
for large auditors’ clients. If large auditors are 


13 When large and small auditors’ clients were matched on 
the basis of size, large auditors’ reports were again found to be 
more accurate than those of small auditors. The data were par- 
titioned into three groups: 

Group 1: Company has <15,000 employees and hires a large 
auditor (3,971 observations) 

Group 2: Company hires a small auditor (1,905 observations) 
Group 3: Company has > 15,000 employees and hires a large 
auditor (540 observations) 

The mean number of employees in Groups I, 2 and 3 were 
2,076, 2,081 and 52,556 respectively. If auditor accuracy de- 
pends on company size rather than auditor size, one would 
expect to find no difference in accuracy rates for Groups 1 and 
2 which have similar size companies. In Group 1, the type I 
and type I error rates (76.36% and 1.48%) were both lower 
than small auditors’ error rates (91.43% and 1.76%), The dif- 
ference between large and small auditors’ I error rates was 
statistically significant at the 10% level (= 3.32*), while the 
difference between type II error rates was not significant. These 
results are similar to those reported in Table 2, where com- 
panies were not sorted into size groups. 
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Table 2 
The correlation between auditor accuracy and auditor size 


Panel Á Type I and Type II error rates of large and small audit firms 
(Bankruptcy horizon= 1 year) 
Large audit firms Small audit firms He: equal error rates 
(AUD, = 1) (AUD, = 0) for large ané small 
audit firms 
GQ, =0 GQ, =1 GQ, =0 GQ, =1 
FAILS, =1 42 13 32 3 
Type 1 error (%) 76.36 91.43 y2 = 3.28* 
FAILS, =0 4,398 58 1,837 33 
Type II error (%) 1.30 1.76 y?=1.92 
Panel B Overall accuracy of large and small audit firms 
(bankruptcy horizon= 1 year} 
Large audit firms Small audit firms H,: equal accuracy for 
(AUD,, = 1) (AUD,, = 0) large and small audit 
firms 
Accurate Inaccurate Accurate Inaccurate 
4,411 100 1,840 65 
Accuracy (%) 97.78 96.59 y2=7.63*** 
Panel C Overall accuracy of large and small audit firms 
(bankruptcy horizon = 2 years) 
Large audit firms Small audit firms H,: equal accuracy for 
(AUD, = 1) (AUD, = 0) large and small audit 
firms 
Accurate Inaccurate Accurate Inaccurate 
4,360 151 1,813 92 
Accuracy (%) 96.65 95.17 x? = 13.00"** 


*Significant at the 0.1 level Qa; (1 d.f.)=2.71) 
**Significant at the 0.05 level (y7,,, (1 d.f.)=3.84) 
***Significant at the 0.01 level (y2,9, (1 d.f.) =6.63) 


When the bankruptcy horizon is one year, the failure variable is FAILS, 
FAILS, = if company i issued its final report in year t prior to entering bankruptcy (90 observations); = 0 


otherwise (6,326) observations). 


When the bankruptcy horizon is two years, the failure variable is FAILS...) . 
FAILS, n= 1 if company i issued its final or penultimate report in year t prior to entering bankruptcy (178 


observations); =0 otherwise (6,238 observations) 


GQ,,= 1 if company i received a going-concern qualification in year t (107 observations); =0 otherwise (6,309 


observations) 


AUD, =1 if company was audited by a Big Six auditor in year t;=0, otherwise 


more accurate than small auditors, one should find 
that large auditors’ reports are more accurate, 
even taking into account differences between large 
and small auditors’ clients. The explanatory vari- 
ables included in the model are described in the 
next section. 


3.4. Financial distress variables 

Data on the main activities of each company 
were collected because the effects of the economic 
cycle are likely to differ across industry sectors. 


Previous research also indicates that cashflow, lev- 
erage, profitability and company size are related 
to financial distress (Altman, 1986). Data on these 
variables were obtained from Datastream and are 
defined in Table 3.14 

The return on capital variable (ROC,,) measures 
profitability whilst capital gearing (CAPG,) is a 
measure of leverage. The gross cashflow (GCF,), 


14 Some studies used total assets rather than number of em- 
ployees to measure company size. However, assets were found 
to have lower predictive content than the number of employees. 
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Table 3 l 
Company size, industry sector, cashflow, leverage and profitability variables 
Variable Definition Datastream Interpretation 
Code 
EMP, Total number of employees 219 Company size 
D1 =] if company i operates in energy or water;=0 otherwise Industry effects 
D5 = | if company i operates in construction; =0 otherwise Industry effects 
D8 =] if company i operates in banking, finance or insurance; =0 Industry effects 
otherwise 
DBTN,, (Total sales) x 100 726 Debtor turnover 
Total debtors ratio 
CASH, (Total cash) x 100 743 Cash ratio 
Current liabilities 
GCF,, (Profits earned for ordinary 735 Gross cashflow 
shareholders+Depreciationt+Tax equalisation) _ x 100 ratio 
Capital employed+Current liabilities — Intangibles 
CAPG,, (Preference capital+Subordinated 731 Capital gearing 
debt+Loan capital+Short-term borrowings) x 100 ratio 
Capital employed+Short-term borrowing — Intangibles 
ROC, (Total interest charged+Pre-tax profit) x100 707 Return on capital 


Capital employed+Short-term borrowing — Intangibles 


debt-turnover (DBTN,,) and cash (CASH,,) ratios 
measure cashflow. GCF, measures profit-gener- 
ated cashflow. DBTN,, captures the fact that com- 
panies are more likely to fail if they are having 
problems in receiving payments for past sales. 
CASH, is a measure of short-term liquidity. Other 
Datastream financial ratios tried were income 
gearing (leverage measure), credit-turnover, stock- 
turnover, the working capital ratio and the quick 
ratio (cashflow measures).!5 These variables were 
found to have insignificant and/or non-constant ef- 
fects on bankruptcy and were therefore omitted 
from the model. 


4. Results 


Table 4 reports the results for two bankruptcy 
models. Model 1 is used to evaluate the accuracy 
of audit reports while model 2 tests the incre- 
mental information content of going-concern qual- 
ifications. Both models show that cashflow (GCF,,) 
and leverage (CAPG,) have non-linear effects on 
the probability of bankruptcy—these non-lineari- 


15 All these ratios are defined by Datastream, and have the 
following codes: Income gearing (Datastream code, 732); Cred- 
itors’ turnover (728); Stock turnover (724); Working capital ra- 
tio (741); and the Quick ratio (742). 


ratio 


ties were captured by including polynomial varia- 
bles (CAPG,?, CAPG,? and CAPG,’ and GCF,,’). 
Lennox (1999) has shown that a failure to take 
account of these non-linearities causes heterosce- 
dasticity problems.'* 

The negative coefficients on company size 
(EMP.,) indicate that small companies were more 
likely to fail. The industry dummies show bank- 
ruptcy was more likely for companies operating in 
the utility (D1,), construction (D5,) or finance (D8,) 
sectors. The negative coefficients on the debtor- 
turnover (DBTN,,) and cash (CASH,,) ratios show 
that companies were more likely to fail if payments 
from past sales were low or if cash reserves fell. 
The negative coefficients on gross cashflow (GCF,,) 


16 Tangrange Multiplier tests for omitted variable bias and 
heteroscedasticity show that the bankruptcy model does not 
suffer from mis-specification problems. Lennox (1999) also 
tested the model using separate estimation (1987-90) and hold- 
out (199]1~94) samples, and found that the coefficient estimates 
are stable over the period 1987-94. Standard errors were cal- 
culated using the Huber bootstrapping technique which gives 
consistent standard errors under very weak assumptions; for 
example, the formula does not require the standard assump- 
tions of no serial correlation or homoscedasticity (Huber, 
1967). Huber’s formula is a canned part of the STATA statis- 
tical package and can be used in conjunction with the probit 
command. 
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Table 4 

Bankruptcy models 
(z-statistics in parentheses) 
Control variables 

EMP, 


AUD,* EMP, 


Experimental Variables 
GQ, 
AUD,* GQ, - 


Number of Observations 
Number of companies 
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Model 1 Model 2 
—0.379e — 04 —0.110e— 05 
(—2.581)*** (— 0.064) 
— 0.606e — 04 
(— 2.634)*** 
0.432 0.439 
(1.810)* (1.869)* 
0.328 0.368 
(2.506)** (2.740)*** 
0.398 0.406 
(3.754)"** (3.790)*** 
—0.200e — 03 ~ 0.186e - 03 
(—2.010)** (— 1.837)* 
— 0.472e— 02 — 0.435 
(=2.325)"" (—2.087)** 
— 0.21 5e- 03 —0.902e— 02 
(—2.340)** (~ 1.334) 
—0.205e—03 —0.191e—03 
(—2.072)** (— 1.764)* 
-0.245e—03 0.254e —03 
(7.698)*** 8.046)*** 
—0.845e — 08 — 0.877e — 08 
(—5.344)*** (~ 5.435)*** 
0.587e— 13 0.613e—13 
(4.802)*** (4.914)*** 
—0.112e— 18 —0.118e— 18 
(—4.491)*** (—4.630)*** 
—0.323e — 04 ~0.414e—04 
(—1.771) (— 1.559) 
— 0.150 
(— 1.320) 
= 2 822 — 2.806 
(— 19.519)*** (— 18.462)*** 
— 0.398 
(—1.135) 
0.777 
(1.948)* 
6416 6416 
976 976 


***Significant at the 0.01 level. **Significant at the 0.05 level. *Significant at the 0.1 level. 


All variables defined m Tables 2 and 3. 


also show that a company was more likely to go 
bankrupt when profit-generated cashflow was low. 

The positive coefficient on capital gearing 
. (CAPG,) shows that highly-levered companies 
were more likely to fail. While the polynomial 
terms CAPG,? and CAPG,‘ have negative coeff- 
cients, the effect of leverage on bankruptcy was 
monotonically positive for values of CAPG,, lying 
within two standard deviations of its mean. Fi- 
nally, the negative coefficient on profitability 


(ROC,,) implies that companies with low (or neg- 
ative) profits were more likely to fail. 

Table 5 compares model 1’s predictive accuracy 
for large and small auditors’ clients to investigate 
whether the positive correlation between auditor 
accuracy and auditor size is due to client-specific 
or auditor-specific factors. Panel A reports the 
type I and type II error rates for auditors and 
model 1 (auditors’ error rates are the same as 
Panel À of Table 2). The cut-off probabilities (P*) 
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Table 5 
Predictive accuracy of audit reports and model 1 for large and small auditors' cHents 
Panel A Type I and Type II error rates of large and small audit firms 
Large audit firms Small audit firms H,: equal error rates 
(AUD, =) (AUD, =0) for large and small 
audit firms 
GQ, =0 GQ, =1 GQ,,=0 GQ,,=1 
FAILS, = 1 42 13 32 3 
Type I error (%) 76.36 91.43 y? = 3.28* 
FAILS, =0 4,398 58 1,837 33 
Type II error (4) 1.30 1.76 x7 = 1.92 


Type I and Type IT error rates of model I 


Large audit firms’ Small audit firms’ H,: equal error rates 
clients (AUD, = 1) clients (AUD, =) for large and small 
audit firms’ clients 
Cut-off (P*) 0.187 | 0.151 
SURVIVE FAIL SURVIVE FAIL 
FAILS, = 1 40 15 27 8 
Type I error (%) 72.73 | 71.14 y7=0.22 
FAILS, =0 4,400 56 1,842 28 
Type Ú error (%) 1,26 1.50 47 =0.58 
Panel B Overall accuracy of large and small audit firms 
Large audit firms Small audit firms H,: equal accuracy for 
(AUD, =D (AUD, =9) large and small audit 
firms 
Accurate Inaccurate Accurate Inaccurate 
4411 100 1840 65 
Accuracy (%) 97.78 96.59 
42 = 7.63*** 
Overall accuracy of model 1 
Large audit firms’ Small audit firms’ H,: equal accuracy for 
clients (AUD,, = 1) clients (AUD,,=0) large and small audit 
firms’ clients 
Cut-off (P*) 0.187 0.151 
Accurate Inaccurate Accurate Inaccurate 
4,415 96 1,850 55 
Accuracy (%) 97.87 97.11 y? = 3.36* 


*Significant at the 0.1 level (x2, (1 df.) =2.71). 

**Significant at the 0.05 level (Xos (1 d.f.) = 3.84) 

***Significant at the 0.01 level (y?,., (1 d.f.) = 6.63) 

FAILS, = 1 if company i issued its final report in year t prior to entering bankruptcy (90 observations); =0 
otherwise (6,326) observations). 

GQ, = 1 if company i received a going-concern qualification in year t (107 observations); =0 otherwise (6309 
observations). 


for model 1 were chosen such that the number of by model 1. Similarly, small auditors gave 36 go- 
predicted bankruptcies was equal to the number of ing-concern qualifications and the cut-off prob- 
going-concern qualifications. Since large auditors ability for small auditors’ clients was 0.151. This 
gave 71 (13+58) going-concern qualifications, the rule for choosing P* ensured that model 1 reflected 
cut-off probability for large auditors’ chents was the degree of auditor conservatism. Choosing a 
0.187, as this resulted in 71 predictions of failure lower (higher) P* would increase (reduce) the 
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number of predicted failures. Since most com- 
panies are non-failing, choosing a lower (higher) 
P* would artificially reduce (increase) model 1’s 
accuracy compared to audit reports. 

There are three things to note from Table 5. 
First, model 1 was more accurate than both large 
and small auditors’ reports. Model 1’s type I and 
type II error rates for large auditors’ clients were 
72.73% and 1.26%, while the error rates of large 
auditors were 76.36% and 1.30% respectively. 
Model 1’s type I and H error rates for small au- 
ditors’ clients were 77.14% and 1.50%, while the 
error rates of small auditors were 91.43% and 
1.76% respectively. This is consistent with previous 
research showing that audit reports are poor in- 
dicators of financial distress compared to bank- 
ruptcy models (Koh, 1991). 

Secondly, the bankruptcy model was more 
accurate for large auditors’ clients than for small 
auditors’ clients. Model 1’s type I and type II error 
rates were 72.73% and 1.26% for large auditors’ 
clients, but 77.14% and 1.50% for small auditors’ 
clients. This indicates that it is easier to predict 
bankruptcy for large auditors’ clients than small 
auditors’ clients. This demonstrates the impor- 
tance of controlling for differences in client char- 
acteristics when comparing the accuracy of large 
and small auditors. 

Finally, Panel B shows that large auditors were 
significantly more accurate than small auditors, 
even after controlling for client characteristics. The 
difference in reporting accuracy between large and 
small auditors was highly significant (at the 1% 
level), while the difference in model 1’s accuracy 
between large and small auditors’ clients was less 
significant (at the 10% level). While model 1 classi- 
fied 8 (0.18%) companies more accurately than 
large auditors, it classified 20 (1.05%) companies 
more accurately than small auditors. Had model 
l’s superior accuracy been the same for both large 
and small auditors’ clients, one would have ex- 
pected these numbers to be 19.7 and 8.3 respec- 
tively (rather than 8 and 20). One can reject the 
null hypothesis that model 1 is equally more 
accurate for large and small auditors’ clients at the 
5% level (y7=6.40**). Since model 1’s superior 
accuracy is significantly greater for small auditors’ 
clients, the evidence indicates that large auditors 
were significantly more accurate. 

Model 2 in Table 4 tests whether audit reports 
signal useful incremental information about the 
probability of bankruptcy by including going-con- 
cern qualifications (GQ,,) as a predictor. To inves- 
tigate whether the information content of audit re- 
ports is related to auditor size, GQ, is interacted 
with an auditor size dummy (AUD,,) which takes 
a value of one if the auditor belonged to the Big 
Six. 

Prior to estimating model 2, model 1 was re- 
estimated for large and small auditors’ clients to 
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investigate any differences in coefficient estimates. 
The relationship between client size (EMP,,) and 
bankruptcy was found to be greater for large au- 
ditors’ clients than small auditors’ cliencs. There- 
fore, a variable capturing the interaction between 
client and auditor size (AUD,,*EMP.,) is included 
in model 2. The insignificant negative coefficient 
on going-concern qualifications (GQ.,) shows that 
audit opinions did not signal useful incremental 
information about the probability of bankruptcy. 
The positive coefficient on the interaction variable 
(AUD*GQ.,) is significant at the 10% level (but not 
the 5% level). Although large auditors’ going-con- 
cern qualifications may have signalled useful 
information about the probability of bankruptcy, 
the statistical significance was not high. The stan- 
dard errors for the coefficients on GQ, and 
AUD.*GQ., were 0.351 and 0.399, respectively. 
Thus, the difference between the coefficients on 
GQ, (— 0.398) and on AUD,,*GQ,, (0.777) were 
statistically significant at the 5% level—-one can re- 
ject the null hypothesis that large and small audi- 
tors’ going-concern qualifications hed equal 
information content. 


5. Conclusion 


Large auditors are significantly more likely to give 
going-concern qualifications to failing companies 
and clean opinions to non-failing compenies. Re- 
sults from a bankruptcy model suggest that this is 
partly because it is easier to predict bankruptcy for 
large auditors’ clients than for small auditors’ cli- 
ents. However, even after controlling for differ- 
ences between large and small auditors’ clients, 
large auditors give significantly more accurate re- 
ports compared to small auditors. The incremental 
information content of audit reports was tested by 
including going-concern qualifications in -he bank- 
ruptcy model. While the statistical significance of 
large auditors’ reports was weak, they were signifi- 
cantly better predictors of bankruptcy compared 
to small auditors’ reports. A caveat to the 
methodology of this and previous papezs is that 
going-concern qualifications are not equivalent to 
bankruptcy predictions by auditors—thus, the cor- 
relation between audit opinions and bankruptcy 
outcomes may not fully capture differences in 
accuracy. 

Overall, the results are consistent with the rep- 
utation and deep pockets theories, which predict 
that large auditors have more incentive to exert 
effort in order to avoid issuing inaccurate reports. 
An alternative explanation, unrelated to effort or 
reporting incentives, is that large auditors are 
more competent at obtaining or interpreting audit 
evidence. For example, large audit firms may have 
more staff with client-specific knowledge, they may 
be more experienced in auditing large qucted com- 
panies, or they may engage in greater industry spe- 
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cialisation. Future research therefore needs to in- 
vestigate whether the superior accuracy of large 
auditors is due to their deeper pockets, reputation 
effects or greater competence. 
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The management of foreign currency risk: 
derivatives use and the natural hedge of 
geographic diversification 

Stephen D. Makar, Jay DeBruin and Stephen P. Huffman* 


Abstract-——This study investigates how large US multinational companies use foreign exchange derivatives (FXDs) 
to manage currency risk. The study tests whether a company’s use of FXDs is associated with its exposure to 
changing exchange rates, and whether such risk management practices are affected by the company’s degree of 
geographic diversification indicative of natural hedging. To date, the empirical evidence on the use of derivatives 
by large companies is limited, and the impact of geographic diversification on FXD use, in particular, has not been 
investigated. This study addresses such a gap in the literature and provides results that are consistent with expec- 
tations. Specifically, the evidence indicates that large companies’ FXD use increases with the level of foreign cur- 
rency exposure as well as with the degree of geographic concentration indicative of using less natural hedging. 
Evidence consistent with economies of scale in FXD use is also provided. 


1. Introduction 


This study investigates how companies manage 
their exposure to changing foreign currency 
exchange rates. In recent years, multinational com- 
panies (MNCs) have turned increasingly to deriv- 
atives to reduce or hedge such currency risk.’ Re- 
sponding to the dramatic increase in derivatives 
use, the Financial Accounting Standards Board 
(FASB) has issued a series of pronouncements that 
expand the disclosure requirements for derivatives 
and other financial instruments.? Unlike prior 


*The authors are at the College of Business Administration, 
University of Wisconsin Oshkosh, Oshkosh, Wisconsin 54901. 
Correspondence should be addressed to Stephen D. Makar, 
PhD., CPA, assistant professor of accounting. Tel: 920-424- 
0158; Fax: 920-424-7413; Internet: makar@uwosh.edu 
The final version of this paper was accepted in December 1998. 

l The notional amount of outstanding derivatives worldwide 
has now reached some $70 trillion (Cheney, 1997), a 10-fold 
increase from 1989 (US Securities and Exchange Commission, 
1997), 

2 As part of its financial instruments project which began in 
1986, the FASB has issued Statement of Financial Accounting 
Standards (SFAS) 105 (Financial Accounting Standards Board, 
1990), SFAS 107 (Financial Accounting Standards Board, 
1991) and SFAS 119 (Financial Accounting Standards Board, 
1994). Similarly, the US Securities and Exchange Commission 
adopted new disclosure rules in January 1997 (US Securities 
and Exchange Commission, 1997). In a move from the disclo- 
sure phase of their project, the FASB recently issued SFAS 133, 
entitled ‘Accounting for Derivatives Instruments and Hedging 
Activities’ (Financial Accounting Standards Board, 1998). The 
FASB’s approach to accounting for hedging activities has been 
criticised for being inconsistent with risk management prac- 
tices, including the use of natural hedges (see Linsmeier et al., 
1997). SFAS 133 is effective after 15 June 1999, 


studies, which have been limited primarily to sur- 
vey data (Berkman and Bradbury, 1996), the cur- 
rent study takes advantage of these recent disclo- 
sures to consider large US MNCs’ use of FXDs in 
hedging currency risk. 

Employing survey methodology, previous re- 
searchers have struggled to explain how large 
MNCs manage their exposure to changing 
exchange rates (Nance, Smith and Smithson, 
1993). On the one hand, survey studies have found 
that large companies face higher currency risk (see 
Phillips, 1995) and use more FXDs (see for ex- 
ample, Bodnar, Hayt and Marston, 1996). In ad- 
dition, prior studies have provided survey evidence 
consistent with large companies achieving 
information and transaction cost scale economies 
in using FXDs (see for example, Nance et al., 
1993). On the other hand, survey research has 
noted that large companies are more likely to have 
multiple operations and thus benefit from the nat- 
ural hedge associated with. geographic diversifica- 
tion (see Houston and Mueller, 1988). 3 In sum, 
the empirical evidence on large US MNCs’ use of 
FXDs is limited (Geczy, Minton and Schrand, 
1997), and the relationship between FXD use and 


3 In a natural hedge, a company may alter its operations to 
manage currency risk. By diversifying to countries whose cur- 
rencies do not track each other closely, the company benefits 
from offsetting exposures to changing exchange rates (Houston 
and Mueller, 1988). Such currency diversification is similar to 
the modern portfolio theory concept of diversification. Geo- 
graphic diversification also allows the MNC to shift its sales 
and production operations among locations to hedge currency 
risk (Broll, 1992). 
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the geographic diversification natural hedge is an 
open question. 

This study extends the prior research by em- 
ploying recently available data to examine large 
US MNCs’ use of FXDs in relation to the com- 
pany’s currency risk. Moreover, we investigate 
whether such risk management practices are af- 
fected by the company’s degree of geographic di- 
versification indicative of a natural hedge. To date, 
empirical studies of FXD use have not incor- 
porated a measure of this hedging technique. We 
also provide evidence on scale economies in FXD 
use. The FASB has emphasised that such research 
on issues currently under debate is critical to the 
standard setting process (Beresford and Johnson, 
1995). Given the contentious nature of the deriv- 
atives debate in particular (see for example, Green- 
span, 1997), the examination of US MNCs’ cur- 
rency risk management practices is especially 
critical. 

Section 2 provides background to investigating 
MNCs’ currency risk management practices, 
including a brief summary of prior research. Sec- 
tion 3 discusses the formal hypotheses and re- 
search method. The results are reported in Section 
4. The final section offers a summary and 
conclusions. 


2. Background 


As introduced above, prior studies have employed 
survey methodology to examine MNCs’ manage- 
ment of currency risk.* While such methodology is 
subject to limitations (see Kerlinger, 1986), these 
studies have consistently found that US MNCs 
behave primarily in a risk averse manner (see for 
example, Rodriguez, 1981; Mathur, 1982; Collier, 
et al., 1990; Bodnar et al., 1995). Moreover, the 
survey research indicates that currency risk is an 
increasing function of company size (see Phillips, 
1995) ‘and that large US MNCs are major users of 
FXDs (see Bodnar et al., 1995; 1996). In sum, this 
survey evidence is consistent with a hedging 
strategy. However, Belk and Glaum (1990) caution 
that while MNCs can be described as risk averse, 
the management of currency risk is affected by ad- 
ditional factors such as the risk management prac- 
tices of competitors. Similarly, theoretical re- 
searchers have noted that a company’s optimal 


4 A MNC’s total currency risk can be decomposed into trans- 
lation, transaction and competitive risk (see for example, Col- 
lier and Davis, 1985). Exchange rate changes result in trans- 
lation gains or losses when foreign currency denominated 
financial statements are converted to US dollars. In contrast, 
changes in exchange rates subsequent to the date of a foreign 
currency dominated transaction result in gains or losses at the 
date the fixed foreign currency amount is remitted. Exchange 
rate movements also can have a substantial effect on the prof- 
itability of both multmational and domestic companies by al- 

tering competitive conditions. 
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hedging strategy depends in part on its competi- 
tors’ hedging practices (see Froot, Scharfstein and 
Stem, 1993). These studies highlight the impor- 
tance of considering industry effects when exam- 
ining MNCs’ use of FXDs. 

Nance et al. (1993) also emplov survey 
methodology to examine the use of FXDs by US 
MNCs. These authors conclude that the cumula- 
tive evidence is consistent with information and 
transaction cost scale economies in FXD use. Sim- 
ilarly, more recent studies have reviewed annual 
report disclosures to provide evidence of such 
economies of scale (see Berkman and Bradbury, 
1996; Mian, 1996; Geczy et al., 1997). Lerge com- 
panies benefit from the information scale econo- 
mies associated with the availability of qualified 
personnel to manage sophisticated derivative pro- 
grams (Booth, Smith and Stolz, 1984). In addition, 
large MNCs are able to take advantage of the 
economies of scale in FXD transaction costs 
(Nance, et al., 1993). 

While prior research has consistently found ev- 
idence of positive size effects in FXD use, the risk 
management practices of large US MNCs are not 
fully understood (Nance et al., 1993). This lack of 
understanding has been attributed in part to in- 
adequate public information on FXD use. Re- 
sponding to the need for improvements in disclo- 
sure policy, the FASB issued SFAS 119 (1994), 
noting ‘that more disclosure about derivative fi- 
nancial instruments is needed because they are in- 
creasingly important in business and firance but 
are as yet not well understood’ (para. 4). Among 
the improved and expanded disclosure require- 
ments under SFAS 119, MNCs are encouraged to 
provide information that is useful in understand- 
ing and evaluating a company’s risk management 
strategies and objectives (para. 12).5 SFAS 119 was 
effective after 15 December 1994 for companies 
with $150 m. or more in total assets. The effective 
date was delayed one year for smaller companies. 

The limited understanding of large MNCs’ 
FXD use also may be due to the difficulty in op- 
erationalising variables of interest. For example, 
the size of a company is often correlated with 
other company attributes, and is thus subject to 
construct validity concerns (Ball and Foster, 
1982). Moreover, previous studies caution that the 
predicted impact of company size on FXD use is 
indeterminate (see for example, Berkman and 
Bradbury, 1996). Although large companies face 
greater currency risk and are more likely z0 benefit 


5 For example, the 1995 Annual Report of Allied Signal notes 
that ‘the Company attempts to have all such trarsaction ex- 
posure hedged with internal natural hedges to the fullest extent 
possible’. As part of our study, a careful reading o” SFAS 119 
disclosures indicated that specific discussions of natural hedges 
are infrequent, and when such discussions are provided (as in 
the case of Allied Signal), the information is qualitative in 
nature. 
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from economies of scale in FXD use, they also 
may benefit from the natural hedge associated with 
the geographic diversification of multiple foreign 
operations (Houston and Mueller, 1988).° While 
acknowledging the existence of natural hedges, 
most prior studies have treated this alternative risk 
management technique as predetermined in order 
to focus on FXD use (see for example, Nance et 
al., 1993; Berkman and Bradbury, 1996). In parti- 
cular, such research has yet to incorporate a 
measure of the geographic diversification natural 
hedge. 


3. Hypotheses and research method 


3.1. Hypotheses 

As summarised in the prior section, empirical 
research on large US MNCs’ use of FXDs is 
limited, and, more generally, these companies’ cur- 
rency risk management practices are not well un- 
derstood. This paper contributes to the literature 
by investigating the relationship between a com- 
pany’s use of FXDs and its foreign currency ex- 
posure, and by considering whether such risk 
management practices are affected by its degree of 
geographic diversification indicative of a natural 
hedge. Specifically, we take advantage of recently 
available annual report disclosures by large US 
MNCs to test the following hypotheses (in alter- 
native form): 


Hla: There is a significant and positive relation- 
ship between the use of foreign exchange de- 
rivatives and the level of foreign currency ex- 
posure, for a given degree of geographic 
concentration and company size. 

H2a: There is a significant and positive relation- 
ship between the use of foreign exchange de- 
rivatives and the degree of geographic con- 
centration, for a given level of foreign 
currency exposure and company size. 


We expect that the higher the level of foreign 
currency exposure, the more the company will use 
FXDs, ceteris paribus. Similarly, the more geo- 
graphically concentrated the company, the less the 
MNC is using geographic diversification as a nat- 
ural hedge, and thus the more the company will 
use FXDs, ceteris paribus. As summarised in the 
prior section, only a handful of studies have ac- 


6 Companies’ hedging strategies also have been attributed to 
taxes, bankruptcy and financing costs (see for example, Froot 
et al., 1993). In addition to the geographic diversification as- 
sociated with multiple foreign operations, other natural hedge 
techniques include funding foreign operations with foreign bor- 
rowings, and diversifying import and/or export markets to 
countries whose currencies do not closely track each other 
(Bruinstroop and Godfrey, 1992; Arterian, 1993; Brealey and 
Kaplanis, 1995; Logue, 1995; Godfrey and Yee, 1996; Gezcy et 
al., 1997). 
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knowledged such alternative risk management 
techniques, and none have incorporated a measure 
of geographic diversification natural hedges. In ad- 
dition to testing these hypotheses, we consider 
both the industry effects and the economies of 
scale in using FXDs discussed in prior studies. 


3.2. Sample selection 

The population consists of all US MNCs on the 
Standard and Poor’s Compustat PC Plus database 
with ex ante foreign currency exposure, operating 
in the non-oil manufacturing industries. Like 
Geczy et al. (1997), we sample industrial com- 
panies that are more likely to face currency risk in 
order to improve the internal validity of our ana- 
lysis. In particular, we select all companies having 
foreign sales equal to 20% or more of their total 
sales in 1994 and 1995 (see Donnelly and Sheehy, 
1996) that operated in the non-oil manufacturing 
industries. Manufacturing companies were se- 
lected, as such MNCs are major users of FXDs 
(see for example, Bodnar et al., 1996). Following 
previous research (see for example, Jorion, 1990), 
companies operating in the petroleum or coal 
products industries were omitted, as these MNCs 
exposure to changing exchange rates is fundamen- 
tally different from other industries in our sample. 

Using this selection procedure, the final sample 
consists of 309 annual observations over the 
1994-1995 sample period.’ Table 1 details the sam- 
ple distribution by industry membership and illus- 
trates the wide range of manufacturing industries 
represented. Three-digit SIC codes are detailed in 
Table 1 when they represent 10 or more sample 
observations. The Standard and Poor's Compustat 
PC Plus database was used to obtain industry 
membership information as well as all other data 
needed for subsequent analyses except the FXD 
information. Data on FXD use were gathered by 
hand from annual reports provided directly to us 
by sample companies. 


3.3. Research models 

The two hypotheses are tested using ordinary 
least squares (OLS) regression estimates of the fol- 
lowing model: 


In(FXDA,)=a+B In(FSA,,) 
+B,In(HHIS,)+B,n(MVE,)+e, (1) 
where 
FXDA, =the notional amount of foreign 

exchange derivatives (per annual report 


7 The final sample of 309 annual observations represents 174 
companies for the 1994-1995 period. Sample observations ex- 
clude companies lacking information needed for subsequent 
analyses in any one year. As discussed in footnote 10, the sam- 
ple also excludes six companies identified as outliers. 
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Table 1 
Sample distribution by industry membership 
Number of Number of 
SIC Code and industry description observations SIC Code and industry description observations 
20XX Food and kindred products 14 353X Construction and related 3 
machinery 
22XX Textile mill products 5 354X Metalworking machinery 5 
25XX Furniture and fixtures 3 355X Special industry machinery 2 
26XX Paper and allied products 10 356X General mdustrial machinery 9 
27XX Printers and publishers 5 357X Computer and office 36 
equipment 
281X Industrial inorganic 10 364X Electrical lighting and wiring 5 
chemicals equipment 
282X Plastic materials and 8 365X Household audio and video 3 
synthetics equipment 
283X% Drugs 24 366X Communications equipment 6 
284X Soap, cleaners and toilet 3 367X Electronic component 15 
goods accessories 
286X Industrial organic chemicals 9 369X Misc. electrical equipment 3 
and supplies 
289X Misc. chemical products 12 37XX Transportation equipment 15 
30XX Rubber and plastic products 17 382X Measuring and control 20 
devices 
31XX Leather and leather products 4 384X Medical instruments and 14 
supplies 
33XX Primary metal industries 12 385X Ophthalmic goods 2 
34XX Fabricated metal products 13 386X Photographic equipment and 5 
supplies 
351X Engines and turbines 6 39XX Misc. manufacturing 9 
industries 
352X Farm and garden machinery 2 Total sample 309 


disclosures) scaled by consolidated as- 
sets for company i in year t; 

FSA,= foreign sales (per annual report disclo- 
sures) scaled by consolidated assets for 
company í in year t; 

HHIS,,=the sales-based Herfindahl index calcu- 
lated as the sum of the squares of each 
foreign geographic segment’s sales scaled 
by consolidated sales squared (using an- 
nual report disclosures) for company í 
and t; and 

MVE,,= the market value of equity for company i 

f in year t (per annual report disclosures). 

It is expected that the dependent variable will be 
positively associated with each of the first two in- 
dependent variables (FSA and HHIS), while the 
predicted sign pertaining to the size proxy for scale 
economies (MVE) is indeterminate. 

A natural log transformation is used to correct 
for non-constant variance in the OLS residuals 
(see Dielman, 1991). After this transformation, 
there is no evidence of heteroscedasticity using 
White’s test (White, 1980). An additional advan- 
tage of the log transformation is that the slope co- 
efficients measure the elasticity of the dependent 


variable with respect to each independent variable 
(see Neter, Wasserman and Kutner, 1990). 

The dependent variable (FXDA) represents US 
MNCs’ use of FXDs. Notional principal amounts 
capture the MNCs’ extent of involvement in FXDs 
(per Financial Accounting Standards Board, 1990, 
para. 89) and are scaled by consolidated assets.* 
Following prior studies, the first independent vari- 
able (FSA) represents the company’s exposure to 
changing exchange rates (see for example, Jorion, 
1990) and is scaled by consolidated assets. A sta- 
tistically significant and positive coefficient on this 
variable is consistent with the first hypothesis. 

The second independent variable (HHIS) rep- 
resents the company’s degree of geographic con- 
centration using a foreign sales concentration 
measure based on the Herfindahl index.? The 


Š While notional amounts measure a company’s extent of 
involvement in FXDs and other off-balance-sheet financial in- 
struments, prior studies provide evidence that such amounts 
also provide risk relevant information (see for example, Mc- 
Annally, 1996). 

? In contrast to the first independent variable (FSA), which 
measures the relative level of foreign sales, the HHIS variable 
considers the geographic distribution of such sales. See Section 
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Table 2 
Descriptive statistics and tests of hypotheses 


Panel A: Descriptive statistics 
Notional amount of FXD 
Foreign Sales 

Market value of equity (MVE) 
Consolidated assets 
Consolidated sales 

FXDA 

FSA 

HHIS 


Panel B: Tests of hypotheses 


(Ba) 
Adjusted R? (n =309) 
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Mean Median Std. Dev. 
900.8 135.0 3,170.5 
2,587.7 785.2 5,649.3 
6,740.7 1,841.5 13,153.8 
8.097.8 1,925.9 28,235.8 
6,623.7 2,213.4 17,549.1 
0.097 0.062 0.116 
0.459 0.437 0.203 
0.105 0.086 0.087 
Estimate t-value 
— 3.752 ` ` — 11,140" 
0.261 1.621° 
0.186 1.833> 
0.209 5.8408 
0.129 


Descriptive statistics are computed for the 309 sample observations in millions of dollars, using amounts per 


corporate annual reports. 


Hypotheses are tested using pooled estimates of the model expressed in equation (1), which is significant at 


the 0.0001 level (F-value = 16.166). 


In(FXDA,)=0+BIn(FSA,)+B,In(HHIS,)+B,in(MVE,) +e, 
FXDA = (notional amount of foreign exchange derivatives)/(consolidated assets); 


FSA = (foreign sales)/(consolidated assets); 


HHIS = sum of (each foreign segment’s sales squared)/(consolidated sales squared); 
MVE = (year-end closing price of common stock) X (number of shares outstanding). 


‘significant at the one-sided 0.01 level. 
>significant at the one-sided 0.05 level. 


higher the index, the more geographically concen- 
trated the company. Thus, a statistically significant 
and positive coefficient on the second variable is 
consistent with the second hypothesis. The third 
independent variable (MVE) proxies information 
and transaction cost scale economies in FXD use. 
While construct validity concerns hinder predic- 
tion of the relationship to the dependent variable, 
a statistically significant and positive coefficient on 
the MVE variable is consistent with scale econo- 
mies in FXD use. 

` Previous studies (see for example, Belk and 
Glaum, 1990) caution that MNCs’ currency risk 
management practices may be affected by whether 
and how a company’s competitors hedge their ex- 
posure to changing exchange rates. To assess the 
sensitivity of the primary results to industry ef- 
fects, equation (1) is expanded to include a series 
of dummy variables representing the two-digit SIC 
codes for sample industries. One two-digit SIC 


4.2. below for robustness checks using foreign assets in place 
of foreign sales. 


code (39XX) is excluded to avoid perfect multi- 
collinearity among the dummy variables (see Pin- 
dyck and Rubinfeld, 1991). Specifically, industry 
effects were examined using OLS peer en esti- 
mates of the following model: 


In(FXDA,)= +B, (FSA,) +B, (HHIS,) 
+B,In( MTV. E,)+B,SI C2 yt... +B pSIC2 i te, (2) 


where SIC2,, is coded as 1 for ap nae! i operating 
in industry group j during year t (j= 1—14, as de- 
fined by the two-digit SIC code), and as 0 other- 
wise. To the extent that the coefficients on the var- 
lables of interest (FSA, HHIS, MVE) remain 
positive and statistically significant, the primary 
analysis is robust to industry effects. 


4. Results 


4.1. Primary analysis 
Panel A of Table 2 presents the descriptive sta- 
tistics pertaining to the model variables as well as 
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the corresponding amounts from the corporate an- 
nual report, including the market value of equity 
which proxies scale economies in equations (1) and 
(2). Together, these statistics highlight that the 
mean level of FXD use is $900.8m, or 9.7% of 
consolidated assets. The mean level of foreign sales 
for the sample MNCs is $2,587.7m, representing 
nearly one-half of consolidated assets (mean FSA 
amount of 0.459). The reported amounts for the 
market value of equity indicate that the sample 
companies are large, with a mean value of 
$6,740.7m., though fairly diverse in size (standard 
deviation of $13,153.8m.). Similarly, the standard 
deviation pertaining to the HHIS variable is rela- 
tively large compared to its mean value of 0.105, 
indicating variability in the sample companies’ 
geographic concentration. 

Hypotheses are tested using pooled estimates of 
the OLS regression model expressed in equation 
(1). The results are summarised in Panel B of 
Table 2. The regression model is statistically 
significant at the 0.0001 level (F—value = 16.166).!° 
Likewise, all three estimated coefficients are 
significant (at the one-sided 0.05 level) and posi- 
tive, as expected. Consistent with alternative hypo- 
thesis one, the estimated coefficient on the FSA 
variable indicates that there is a significant and 
positive relationship between the use of FXDs and 
the level of foreign exchange exposure, for a given 
degree of geographic concentration and company 
size. Likewise, the estimated coefficient on the 
HHIS variable supports the expected relationship 
between FXD use and geographic concentration. 
Specifically, a 1% increase in concentration, which 
is indicative of the company using less natural 
hedging, is associated with a 0.186% increase in 
FXD use.!! Finally, the estimated coefficient on 


10 With regard to model assessment issues, diagnostics used 
to assess OLS error-term assumptions include residual and nor- 
mal probability plots, the Shapiro-Wilk test for non-normality, 
the Durbin-Watson test for autocorrelation, and the White test 
for heteroscedasticity. The Prais-Winsten procedure was used 
to evaluate the sensitivity of results to first order autocorrela- 
tion. Variance inflation factors were utilised in assessing linear 
independence among the explanatory variables, and diagnostics 
from the INFLUENCE option (the SAS regression procedure) 
were used to evaluate the presence of outliers. Referring to 
these latter diagnostics, six companies were identified as outliers 
with fundamentally different economic conditions and thus 
were omitted from the 309 sample observations. In total, the 
model diagnostics suggest that departures from OLS assump- 
tions do not hinder tests of hypotheses. 

ll We also employed an expanded version of equation (1) to 
consider whether the relationship between the dependent vari- 
able (FXDA) and the foreign currency exposure variable (FSA) 
is affected by geographic concentration (HHIS). The coefficient 
on this cross-product term is not statistically significant (at a 
0.10 level), indicating that the relationship between FXD and 
FSA is independent of HHIS (see Neter et al., 1990). Similarly, 
expanding equation (1) for a time effect dummy variable (equal 
to 1 in 1995, and 0 otherwise) does not contribute to explaining 
variations in FXD use (see Berry and Lewis-Beck, 1986). 


ACCOUNTING AND BUSINESS RESEARCH 


the MVE variable is consistent with scale econo- 
mies in FXD use. 


4.2. Robustness 

Table 3 details the OLS regression results per- 
taining to the industry sensitivity analysis using 
equation (2). The model is statistically significant 
at the 0.0001 level (F-value = 3.909). The estimated 
coefficients on all three variables of interest (FSA, 
HHIS and MVE) remain positive and statistically 
significant, indicating that the primary analysis 
presented in Panel B of Table 2 is robust to in- 
dustry effects. Moreover, a partial F-test indicates 
that the full model depicted in equation (2) is not 
significantly better (F-value= 1.160, insignificant 
at the 0.10 level) than the reduced model depicted 
in equation (1) in explaining variations in FXD 
use (see Dielman, 1991). 

We conjecture that the absence of industry 
effects may be due to the difficulty in operation- 
alising the risk management strategies of compet- 
itors. Specifically, the two-digit SIC code variables 
in equation (2) may be too coarse to capture in- 
dustry effects. Accordingly, a three-digit SIC code 
approach to equation (2) was used for those in- 
dustries with sufficient observations, in place of 
the two-digit mdependent variables. The results 
are qualitatively similar to those presented in 
Table 3. Likewise, the primary results are robust 
to excluding the three-digit SIC code with the larg- 
est number of observations (357X). 

As an additional check for robustness, an asset- 
based measure for geographic diversification was 
used in place of the sales-based independent vari- 
able in equation (1). Panel A of Table 4 contrasts 
the descriptive statistics for the sales-based 
measure used in our prior analyses CHHIS) with 
those of the asset-based measure (HHIA). In re- 
lation to its mean value of 0.095, the HHIA 
measure is positively skewed (median of 0.065) and 
has greater variability (standard deviation of 
0.098) than the HHIS measure. Given such HHTIA 
data distribution, Panel B and Panel C re-examine 
the tests of hypotheses using the full sample and 
the subsample of observations within one standard 
deviation of the mean HHIA value, respectively. 

Panel B of Table 4 details the OLS regression 
results for the full sample estimates of the modified - 
equation (1). As in Table 2 and Tabie 3, the model 
remains statistically significant at the 0.0001 level 
(F—value = 15.075), and the estimated coefficients 
are all positive. The coefficients on HHIA, how- 
ever, is not statistically significant (at the one-sided 
0.05 level). In contrast, the subsample results sum- 
marised in Panel C indicate that all three coeffi- 
cients are significant and positive, and thus sup- 
port both hypotheses as well as the scale 
economies in FXD use. Together with the evidence 
presented in Table 3, these results indicate that our 
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Table 3 
Sensitivity tests pertaining to industry membership 


Adjusted R2 (n=309) 
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SIC Code Estimate t-value 

—4.122 — 9.081" 

0.234 1.348° 

0.214 1.960 

0.254 6.273" 
20XX — 0.187 — 0.427 

22XX 1.400 2.5278 
25KX —0.180 — 0.267 
26XX 0.086 0.186 
2TXX 0.239 0.431 
28XX — 0.019 — 0.054 
30XX — 0.025 — 0.060 

31XX 0.821 1.352° 
33XX 0.500 1.111 
34XX —0.123 — 0.282 
35XX 0.199 0.558 
36XX — 0.079 — 0.208 
37XX — 0.190 — 0.444 
38XX 0.123 0.335 

0.138 


Industry sensitivity analysis pertains to equation (2) which is significant at the 0.001 level (F-value= 3.909). 


In(EXDA,) = a+ ln FSA,)+B,In(HHIS,)+B,ln(MVE,) 
+B, SIC2,+..-+B pSIC2 te, 


where SIC2,,is coded as 1 for company i operating in industry group j during year t (j= 1-14). 


‘significant at the one-sided 0.01 level. 
>sipnificant at the one-sided 0.05 level. 
‘significant at the one-sided 0.10 level. 


primary analysis is robust to alternative specifica- 
tions and procedures,'* 


5. Summary and conclusions 


This study investigates large US MNCs’ use of 
FXDs in relation to their exposure to changing 
foreign currency exchange rates and their use of 
geographic diversification as a natural hedge. We 
hypothesise that sample companies’ FXD use will 
increase with such currency risk, as well as with 
the geographic concentration indicative of the 
companies using less natural hedging. Moreover, 
we examine whether their use of FXDs is influ- 


2 Tn addition to the robustness checks provided in Table 3, 
Table 4 and footnote 11, the sensitivity of our primary results 
to FXD types and alternative currency risk measures was 
examined. In our sample, there are 48 observations that pertain 
to companies using currency swaps alone or in conjunction 
with other FXDs, such as forward contracts and options. The 
OLS regression results for the original equation (1) excluding 
such swap observations are qualitatively similar to those pre- 
sented in Table 2. Likewise, using foreign assets in place of 
foreign sales to measure currency risk provides full sample re- 
sults qualitatively similar to Table 2. 


enced by industry membership. Evidence regard- 
ing the information and transaction cost scale 
economies in FXD use is also provided, Empiri- 
cally, little is known about large US MNCs’ FXD 
use or how natural hedging affects such risk 
management practices. 

The results support our hypotheses, indicating 
that FXD use is associated with foreign currency 
exposure and the use of geographic diversification 
natural hedges. The primary analysis also provides 
evidence consistent with economies of scale in 
FXD use. Finally, the sensitivity analysis suggests 
that the primary results are robust to industry 
membership as well as to the specification of 
geographic diversification. 

While the results are strong, they apply only to 
companies in our sample of large US MNCs op- 
erating in the non-petroleum manufacturing in- 
dustries. The size and industry restrictions are de- 
signed to capture major users of FXDs and to 
control for extraneous variables. Whether our re- 
sults are generalisable to other companies is left to 
future studies. Likewise, future research could ad- 
dress the construct validity concerns regarding the 
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Table 4 
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Additional analyses pertaining to geographic diversification 


Panel A: Descriptive stastistics 
HHIS 
HHIA 


Panel B: Full sample tests of hypotheses 


3) 
Adjusted R? (n=309) 


Panel C: Subsample tests of hypotheses 
Constant 

FSA (B) 

HHIA (f3 

MVE (Ba) 

Adjusted R? (n =278) 


Mean Median Sta. Dev. 
0.105 0.086 0.087 
0.095 0.065 0.098 
Estimate t-value 
—3.957 — 12.275" 
0.393 2.659" 
0.054 0.710 
0.209 5.811* 
0.121 
Estimate t-yalue 
— 3.44} — 9,050 
0.381 2.468" 
0.171 1.853° 
0.190 5.056" 
0.136 


Descriptive statistics are computed for the 309 sample observations in millions of dollars. 


Tests of hypotheses use pooled estimates of modified equation (1), which is significant at the 0.0001 level in 
Panels B & C. Panel B uses the full sample (F-value= 15.075), while Panel C excluded 31 observations with 
HHIA values greater than one standard deviation from the mean HHIA value (F-value = 15.515). 


In(FXDA,) = &+B In(FSA,)+B,In(HHIA,)+Bln(MVE,)+€, 
FXDA = (notional amount of foreign exchange derivatives)/(consolidated assets); 


FSA = (foreign sales)/(consolidated assets); 


HHIA =sum of (each foreign segment’s assets squared)/(consolidated assets squared); 
MVE = (year-end closing price of common stock) X (number of shares outstanding). 


“significant at the one-sided 0.01 level. 
significant at the one-sided 0.05 level. 


use of company size to proxy scale economies. 
Furthermore, research on natural hedge tech- 
niques other than geographic diversification 1s 
warranted, given the continued globalisation of the 
business environment and the accompanying ex- 
posure to changing exchange rates. 
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A benchmark for the adequacy of published 


financial statements 


David Alexander* 


Abstract--This paper considers the problem of establishing a criterion against which auditors and others can judge 
the adequacy of financial reporting. Three types of criteria are considered: a general over-riding requirement (type 
A), an integrated coherent framework (type B), and detailed regulation (type C). Approaches, trends and arguments 
are presented from a number of contexts, such as UK, US and Europe. Where more than one type of criterion is 
present (all three exist in the UK for example) one must be superior to the others. There can only be one deciding 
benchmark of adequacy. It is argued that type B is inadequate as such a benchmark, as all attempted ‘conceptual’ 
frameworks are internally inconsistent. Types A and C are both theoretically possible, but it is argued that only 
Type A is consistent, as the ultimate benchmark of adequacy, with the provision of useful information in a dynamic 
economic world. The current IASC thinking as demonstrated in IASI (revised) (ASC 1977a) is discussed, and 
contrasted with the fundamentally different proposals in the earlier exposure draft E53 (IASC 1996). The arguments 
of the paper throw considerable light on this debate, and are consistent with the final content of IASI (revised). 


1. Introduction and scope 


Accounting standards are a hot topic in both pro- 
fessional and academic circles. In the UK, the pro- 
gress of the Accounting Standards Board (ASB), 
since its creation in 1990, as it seeks to establish 
its position vis-a-vis preparers on the one hand 
and the law on the other, is proving a fascinating 
saga. Further afield, developments in the US, 
IASC and Europe, and the inter-relationships and 
tensions between them, are likewise complicated, 
interesting and ongoing. 

On a more formal basis, various attempts have 
been made to analyse the role of standard-setters, 
and to suggest approaches which would theoreti- 
cally optimise their activities. A seminal example 
is the work of James Gaa (e.g., Gaa 1986). The 
thrust of Gaa’s paper is most fairly given by direct 
quotation. 


Two basically different kinds of distribu- 
tional principles governing a standard-set- 
ter’s decision have been advanced in the ac- 
counting literature. According to one, all 
affected parties are to be treated equally by 
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the standard-setter,.... According to the other 
kind of principle, some subset of the popu- 
lation affected by financial accounting and 
reporting standards would be given prefer- 
ential treatment......This paper is a critical 
examination of the theoretical foundations 
of one principle of the latter type, the user 
primacy principle. (Gaa, 1986: 436). 


Gaa’s work has been favourably referenced by 
a number of later writers. See for example Mum- 
ford (1994). It is clear from the extracts quoted 
that Gaa’s paper, notwithstanding its (genuine) 
claim to explore theoretical foundations, is four- 
square about accounting standards. The existence, 
and indeed the supremacy, of accounting stan- 
dards in determining the content of financial state- 
ments is taken as a sine qua non. The question, in 
effect, which Gaa seeks to address is: what would 
make, and how can we go about establishing what 
would make, adequate accounting standards? 

The present paper, by contrast, addresses a dif- 
ferent, and logically prior, question. Our question, 
in its simplest form, is: what would make, and how 
can we go about establishing what would make, 
adequate financial statements? In the UK and US 
(and JASC) contexts, this question would be con- 
sidered given the existence of a body of financial 
reporting standards. In some other jurisdictions 
there currently exists no such body (e.g. Ger- 
many). Where a body of standards does exist, it is 
possible that it is effectively the only determinant 
of the content of financial statements (whether the 
US is an example of this is considered below). 
However, it is also of course possible, as in the 
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UK and as with the IASC following IAS1 (revised) 
(IASC 1997a), that it is not the unique 
determinant. 

There is therefore a need, in the general case, to 
take a much broader view than Gaa and his fol- 
lowers have done. This paper seeks to explore the 
type of criteria, of which a body of accounting 
standards is but one of a range of distinct possib- 
ilities, which can be used to determine the content 
of, and as a yardstick to assess the adequacy of, 
published financial statements. The arguments are 
built up from first principles, and are then related 
to thought and practice in a number of jurisdic- 
tions. Agreement on the criteria for adequacy, and 
even more fundamentally on the type of criteria to 
be sought in order to establish adequacy, is an es- 
sential pre-requisite for appraising the validity of 
attempts to satisfy the reporting function. 

Looking across recent developments interna- 
tionally we can discern three broadly defined ap- 
proaches to the problem of stating a benchmark 
or criterion against which the adequacy of any 
particular financial reporting environment, or any 
specific set of financial statements, can be 
determined. 

These three broadly defined approaches may be 
characterised as follows: 


Type A. A generally expressed all-pervasive fun- 
damental concept. 


Type B. A set of rules, conventions or ways of 
thinking which are to be consistently 
applied to situations both familiar and 
unfamiliar. 


Type C. The detailed provision of specific meth- 
ods for the treatment of all expected 
problems and situations. 


The essential argument of this paper is that: 


i) Type B criteria are not operationally effective, 
at least in practice as so far created. 


ii) Type C criteria will normally provide a con- 
venient day-to-day checklist for defining the ade- 
quacy of financial statements, but they must be 
consistent with, and therefore ultimately subser- 
vient to, Type A criteria. The higher level criteria 
provide a rationale for debating and preferring al- 
ternative Type C rules but do not uniquely deter- 
mine them. 


The remainder of this paper is structured as fol- 
lows: Section 2 discusses and illustrates key fea- 
tures of the three approaches as defined above. 
Sections 3, 4, 5, 6 and 7 discuss recent develop- 
ments relating to the theme of the paper in the 
UK, European, Australian, US and IAS jurisdic- 
tions. Section 8 attempts a summation and 
conclusion. 
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2. Three approaches to defining adequacy 


The archetypal accounting example of Type A is 
undoubtedly the ‘true and fair view’ concept. Sub- 
stance over form could well be another illustration. 
In British eyes this is often seen as an offshoot of 
true and fair view (TFV), but it need not neces- 
sarily be so: ‘to properly represent the economic 
substance of transactions and situations’ could 
stand alone as an all-pervasive fundamental con- 
cept. Other jurisdictions suggest very different 
examples. Prudence, or the maintenance of eco- 
nomic stability, might be possible German claim- 
ants. See Kuhner (1997) and the reply by Alex- 
ander (1997). 

The Type B approach is illustrated by docu- 
ments such as the IASC Framework for the Pre- 
paration and Presentation of Financial Statements 
(IASC 1989), and the largely similar documents 
emerging in the UK from the Accounting Stan- 
dards Board (ASB, 1995a, 1999), in Australia from 
the AASB (Statements of Accounting Concepts, 
various dates), and elsewhere. These documents 
grew indirectly from the earlier ‘Conceptual 
Framework’ project undertaken in the US from 
the middle 1970s. By its title, a ‘conceptual frame- 
work’ appears intended to provide a coherent 
structure of ideas, on which or within which de- 
tailed applications can be constituted or derived 
which are themselves logically consistent both with 
each other and with the underlying framework. 

It is not obvious that any of the various frame- 
works and statements of principles which have ap- 
peared justify the ‘conceptual framework’ descrip- 
tion often loosely given to them. In each case it is 
easy to show (as illustrated in general terms later 
in the paper) that these frameworks are not co- 
herent structures in an internal consistency sense. 
Two possible conclusions could be drawn from 
this. The first possibility is that all the existing sets 
of Type B criteria are incoherent in that sense, as 
a function of their own particular content and pre- 
paration. The second possibility is that all possible 
sets of Type B criteria will necessarily be so inco- 
herent. The latter proposition is not susceptible to 
formal proof in a scientific sense—we are dealing 
with social constructs here. But given the multi- 
tude of user groups and user needs and the mul- 
titude of institutional, infrastructural (and simply 
human) influences, we can reasonably postulate 
the implausibility of any set of Type B criteria be- 
ing coherent in an internal consistency sense. It 
should be noted that this conclusion does not im- 
ply that such frameworks are valueless, merely 
that they cannot be used by themselves to provide 
the ultimate criterion of adequacy. 

The third approach, Type C, is perhaps classi- 
cally illustrated by the practice in a number of ju- 
risdictions of the use of tax-allowed write-offs, 
derived directly from tax law, in published finan- 
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cial statements. More generally, it relates to any 
situation where complete rules and regulations are 
attempted, and it is not restricted to situations 
where the rules and regulations are created directly 
by the State. 

These three-way distinctions can be criticised. 
The barriers are not necessarily watertight. For ex- 
ample, substance over form and prudence, already 
suggested as possible Type A criteria, are both in- 
cluded in the IASC and ASB Type B Framework/ 
Statement of Principles. Perhaps more fundamen- 
tally, the three types could be said to be incom- 
mensurable in that Type A addresses the problem 
at a holistic level whereas Type C operates at the 
level of detail. Type B lies somewhere in the middle 
and purports to provide some general but opera- 
tional concepts, theoretically consistent with any 
chosen Type A criterion, to assist in the develop- 
ment of the Type C detail. 

In terms of their practical existence as relevant 
forces therefore, these three broadly defined ap- 
proaches are not mutually exclusive, and many ju- 
risdictions contain at least two of them. Where two 
or three different levels of approach are present in 
a jurisdiction (i.e. two or all of types A, B and C 
as described above), there is clearly the possibility 
of conflict between them. 

How could or should such conflict be resolved? 
The general point is that if we have, for example, 
a number of possible alternative rules to consider, 
including all three types A, B and C, then we need 
to clarify which Type has precedence before we 
can decide on the operational rule. Thus we might 
have six possible rules available: 


(i) do not mislead shareholders (Type A) 

(ii) follow the matching convention (Type B) 

(iii) follow the prudence convention (Type B) 

(iv) write off all applied research expenditure 


(Type C) 

(v) capitalise applied research expenditure and 
amortise over expected useful life (which could 
be nil) (Type C) 

(vi) capitalise applied research expenditure and 
amortise equally over three years (Type C). 


Rules (iv), (v) and (vi), considered alone as a 
trio, represent an arbitrary choice. Reference to 
more general Type B criterla may provide a 
rationale for choice, removing the arbitrariness. 
But in this case it doesn’t, because the two Type 
B ‘rules’ suggest different preferences amongst the 
Type C alternatives. In order to avoid an arbitrary 
choice between the two Type B rules, reference 
must be made to the still more general Type A 
‘rule’ to provide a rationale for preference at the 
Type B level and therefore at the Type C level. 

This is not to say that such ‘upward’ reference 
removes debate or uncertainty about the actual 
Type C rule to follow. But it is to say that the 
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upward reference allows for, indeed stimulates and 
engenders, rational consideration rather than arbi- 
trary choice. 

It is instructive to observe that the argument 
would not work in reverse. Suppose we add to the 
above situation a seventh rule, i.e. (vii) maintain 
economic stability (Type A). We are not helped in 
choosing between (i) and (vii) as the preferable 
Type A approach by considering the three Type C 
alternatives. (Looking at the preferred Type C rule 
in a jurisdiction may tell us which Type A rule was 
preferred when the Type C rule achieved prefer- 
ence in that jurisdiction, but that is not the issue.) 


3. A criterion for adequacy—recent UK 
developments 


The UK contains all three types of approach. As 
Type A it has the all-pervasive, and over-riding, 
true and fair view. As Type B it has a set of im- 
portant concepts and conventions, such as the four 
‘fundamental concepts’ of SSAP2, all of which are 
included in the five ‘accounting principles’ of 
Schedule 4, Companies Act 1985. And as Type C 
it has a certain amount of detailed regulation in 
the Companies Act 1985 as amended and consider- 
ably more in the Accounting Standards, state- 
ments from the Urgent Issues Task Force under 
the auspices of the ASB, and so on. 

In the UK, TFV is generally agreed to be the 
over-riding requirement. UK law is explicit on the 
point and has been since 1947, and the idea seems 
to be universally supported and universally prac- 
tised in the UK. Of equal importance, in the au- 
thor’s view, the idea, though not the precise word- 
ing of statute, predates 1947 by many decades. In 
the absence of detailed law, custom prevails, and 
if detailed law fails to give an adequate overall pic- 
ture (whatever that may mean, of course) then the 
detailed law must be ignored or, if necessary, over- 
ridden. What the ‘adequate overall picture’ does 
mean is itself a matter of custom and consensus 
agreement. 

The strength of this philosophy, of which the 
1947 TFV wording was merely a formal, statutory 
recognition, is well illustrated in the ‘Royal Mail 
Steam Packet Company’ case (Hastings 1962). The 
published accounts for 1926 showed a profit of 
£439,000. The internal accounts for the year 
showed a loss of some £300,000, and the difference 
was achieved by crediting the profit and loss bal- 
ance with £750,000 out of secret tax reserves (pub- 
lished accounts at this time did not prescribe a 
profit and loss account). The only indication of 
this highly significant adjustment was the state- 
ment, inserted by the auditor, that the profit figure 
was ‘including adjustment of taxation reserves’. 
The auditor (and the chairman) were accused of 
producing a fraudulent balance sheet. 
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The auditor’s line of defence was simple: ‘The 
defence must necessarily turn upon the one ques- 
tion, whether or not the words used by (the au- 
ditor) were well recognised in accountancy circles, 
and were sufficient to give notice of the manner in 
which the trading loss had been turned into an 
apparent profit. Whether or not this accountancy 
practice was to be commended was, in our view, 
wholly immaterial. The charge we had to meet was 
a charge of dishonesty, and if it could be shown 
that (the auditor) had merely adopted the custom- 
ary practice, it would be very difficult to accuse 
him of dishonesty’ (Hastings 1962). 

Expert accounting witnesses testified that, at the 
time, such wording was customary practice. The 
auditor was duly found not guilty. 

The key issue in the UK is not the relationship 
between detailed statute law on the one hand and 
‘customary practice’ on the other. Customary 
practice has long been the usual deciding factor. 
For example, prior to the 1981 Companies Act 
there was no legal regulation stipulating that fixed 
assets with a finite useful life must be depreciated. 
It was ‘customary practice’ which ensured that de- 
preciation was normally provided. The Royal Mail 
case discussed above provides a practical illus- 
tration of a decision in which legal regulation 
played no significant part. Customary practice, 
whether regulated or arising from habit, is gov- 
erned and influenced, but not determined in detail, 
by concepts of a more fundamental nature. 

What has evolved over time, however, is how 
‘customary practice’ is to be defined and encap- 
sulated. In 1926 there was no doubt. Customary 
practice was what was usually done, it was a bot- 
tom-up philosophy, emanating from individuals— 
though from individuals who had been condi- 
tioned by a similar professional training process. 
From 1942, such individualism was tempered by a 
series of pronouncements from the Institute of 
Chartered Accountants in England and Wales, 
called Recommendations on Accounting Prin- 
ciples. The title is revealing. They were recommen- 
dations, not requirements. This situation changed 
in the early 1970s, when the Statements of Stan- 
dard Accounting Practice (SSAPs) began to ap- 
pear. These were jointly created and supported by 
all the UK professional accounting bodies and 
were ‘intended to be mandatory’ on all qualified 
members of those bodies. The idea was that quali- 
fied UK accountants would be expected to follow 
SSAPs, unless of course they could reasonably 
show that to do so would fail to give a TFV. Fail- 
ure to properly follow the standards would be, in 
principle, a matter for disciplinary enquiry by the 
professional accounting body concerned. This in- 
tended mechanism or motivation for ensuring the 
acceptability of SSAPs became increasingly unsuc- 
cessful over the years, leading both to a tendency 
for companies and auditors to ignore SSAPs and 
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to an increasing tendency for the SSAPs them- 
selves to seek acceptability from prepar2rs, rather 
than either internal coherence or relevance to 
users. This last point can easily be demonstrated 
by reference to “explanatory statements’, published 
by the ASC as part of SSAP 20 (1983) and SSAP 
22 (1984), as follows: 


“Commentators on the exposure draft were 
evenly divided between those who agreed 
with the proposal to translate the profit and 
loss account of a foreign subsidiary at an av- 
erage rate for the period and those with a 
preference for the closing rate. The standard 
now offers a choice between the twc meth- 
ods. Although it is considered that the clos- 
ing rate is more likely to satisfy the stated 
objective that translated results and relation- 
ships should not differ significantly from 
those reported prior to. translation, it is ac- 
knowledged that the use of this method may 
require the restatement of previously re- 
ported interim periods.’ (ASC 1983). 


“The exposure draft proposed that purchased 
goodwill should be eliminated from a bal- 
ance sheet by either immediate write-off 
against reserves or amortisation through the 
profit and loss account. Reaction to tkis pro- 
posal was varied. Some commentators 
agreed that it was necessary in the Lght of 
divided opinion and practice, to grant an op- 
tion. Within that group some expressed a 
preference for immediate write-off. 


‘In the light of this reaction, and in view of 
the fact that immediate write-off is much 
more common in practice than amortisation, 
the ASC has decided that it should continue 
to allow an option, but that it should express 
a preference for immediate write-off.” (ASC 
1984) 


The failure to ensure general acceptance gave 
rise to an obvious question of great practical im- 
portance. If an ‘official’ (but not statutory) pro- 
nouncement required treatment X, and the major- 
ity of accountants and auditors supported 
treatment Y, which one would/should be regarded 
as ‘customary practice’ in the Royal Mail Case 
parlance, or as GAAP in modern terminology? 
Should ‘customary practice’ be regarded as being 
what the official pronouncement says, or what the 
majority of accountants and auditors do? 

On this question of pronouncement versus prac- 
tice, the following view, expressed in the UK con- 
text in 1983, is of particular interest. 


‘Once a standard is accepted by the com- 
munity, the general perception of the true 
and fair view concept, and presumatly the 
view of the courts, would widen to accept it. 


SUMMER 1999 


If, Bowever, the guidance given by the SSAP 
was disputed by a strong, influential and 
knowledgeable body of opinion it would 
seem unlikely that the courts would insist on 
compliance with the standard. The true and 
fair view develops by consensus and usage. 
Rules developed by a committee of profes- 
sional men, no matter how eminent, cannot 
arbitrarily change the boundaries of the con- 
cept unless such rules meet with professional 
and social acceptance.’ 


The author of the above was Sir David Tweedie 
(Tweedie, 1983), now chairman of the ASB. This 
view was supported in legal Counsel’s Opinion 
taken at that time by the ASB (Hoffmann and Ar- 
den, 1983). This included the statement that if, in 
relation to a particular Standard, there ‘remains a 
strong body of professional opinion which consis- 
tently opts out of applying the SSAP’ then the 
courts will be less likely to regard compliance with 
it as obligatory in order to give a true and fair 
view. 

The ASC’s crisis of confidence, both in its power 
of logical development of principles and in the va- 
lidity of the resulting Standards, led to its replace- 
ment by the ASB in 1990. This is differently struc- 
tured from the previous Committee, and, 
additionally, is supported by references in the 
Companies Act 1985 as amended by the Com- 
panies Act 1989. These differences are widely re- 
garded as giving the ASB and its statements (now 
called Financial Reporting Standards, FRSs) 
greater significance than was the case with the ear- 
lier body. In other words the suggestion is that the 
balance of relative importance between ‘pro- 
nouncement’ on the one hand, and practice, habit 
and popular approval on the other, is shifting fur- 
ther in favour of ‘pronouncement’. 

This point is strongly supported by the new 
Counsel’s Opinion (Arden 1993), which we now 
consider in detail. The key sections in respect of 
accounting standards, in the 1985 Act as amended 
by the 1989 Act, are Section 256, and paragraph 
36A of Schedule 4. 

Section 256 states: 

1. In this Part ‘accounting standards’ means state- 
ments of standard accounting practice issued by 
such body or bodies as may be prescribed by 
regulations. 

2. References in this Part to accounting standards 
applicable to a company’s annual accounts are 
to such standards as are, in accordance with 
their terms, relevant to the company’s circum- 
stances and to the accounts. 

3. The Secretary of State may make grants to or 
for the purposes of bodies concerned with: 

a) issuing accounting standards 

b) overseeing and directing the issuing of such 

standards, or 
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c) investigating departures from such standards 
or from the accounting requirements of this Act 
and taking steps to secure compliance with 
them. 

4. Regulations under this section may contain 
such transitional and other supplementary and 
incidental provisions as appear to the Secretary 
of State to be appropriate. 


Section 36A, and a corresponding section in 
Schedule 4A relating to group accounts, require 
the following (subject to exemptions for small and 
medium enterprises). 


‘It shall be stated whether the accounts have 
been prepared in accordance with applicable 
accounting standards and particulars of any 
material departure from those standards and 
the reasons for it shall be given.’ 


The comments by Counsel on these changes in 
the law are as follows (Arden 1993). 


‘The changes brought about by the Com- 
panies Act 1989 will in my view affect the 
way in which the Court approaches the ques- 
tion whether compliance with an accounting 
standard is necessary to satisfy the true and 
fair view requirement. The Court will infer 
from Section 256 that statutory policy fav- 
ours both the issue of accounting standards 
(by a body prescribed by regulation) and 
compliance with them: indeed Section 
256(3)(c) additionally contemplates the 
investigation of departures from them and 
confers power to provide public funding for 
such purpose. The Court will also in my view 
infer from paragraph 36A of Schedule 4 that 
(since the requirement is to disclose particu- 
lars of non-compliance rather than of com- 
pliance) accounts which meet the true and 
fair requirement will in general follow rather 
than depart from standards and that depar- 
ture is sufficiently abnormal to require to be 
justified. These factors increase the likeli- 
hood, to which the earlier joint Opinions re- 
ferred, that the Courts will hold that in gen- 
eral compliance with accounting standards is 
necessary to meet the true and fair 
requirement.’ 


She also points out that the ASB is more 
broadly-based than the predecessor ASC: “....the 
standard-setting body no longer represents simply 
the views of the accounting profession’. “The status 
of accounting standards in legal proceedings has 
also in my view been enhanced by the changes in 
the standard-setting process since 1989’. 

Perhaps the key paragraph in the Opinion is the 
statement that: 
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soak the immediate effect of the issue of an 
accounting standard is to create a likelihood 
that the court will hold that compliance with 
that standard is necessary to meet the true 
and fair requirement. That likelihood is 
strengthened by the degree to which a stan- 
dard is subsequently accepted in practice. 
Thus if a particular standard is generally fol- 
lowed, the court is very likely to find that 
accounts must comply with it in order to 
show a true and fair view. The converse of 
that proposition, that non-acceptance of a 
standard in practice would almost inevitably 
lead a court to the conclusions that compli- 
ance with it was not necessary to meet the 
true and fair requirement, is not however the 
case. Whenever a standard is issued by the 
Board, then irrespective of the lack in some 
quarters of support for it, the court would be 
bound to give special weight to the opinion 
of the Board in view of its status as the stan- 
dard-setting body, the process of investi- 
gation, discussion and consultation that it 
will have undertaken before adopting the 
standard and the evolving nature of account- 
ing standards.’ 


This appears strong and clear-cut on the face of 
it. However, an earlier paragraph in the Opinion 
states that, 


seta the question whether accounts satisfy the 
true and fair requirement is a question of law 
for the Court. However, while the true and 
fair view which the law requires to be given 
is not qualified in any way, the task of inter- 
preting the true and fair requirement cannot 
be performed by the Court without evidence 
as to the practices and views of accountants. 
The more authoritative those practices and 
views, the more ready the Court will be to 
follow them.’ 


This seems like an attempt to ‘have it both 
ways’. We are told that ‘the task of interpreting 
the true and fair requirement cannot be performed 
by the Court without evidence as to the practices 
and views of accountants’. If a standard is 
generally followed by accountants then ‘the court 
is very likely to find that accounts must comply 
with it’. But if the converse is true—i.e. the prac- 
tices and views of accountants are not to follow a 
particular standard, then Arden states that this 
does not imply that not following the standard is 
very likely to be accepted by the court as giving a 
true and fair view. 

The implication in the Opinion is that an ASB 
standard is sufficiently ‘authoritative’ to represent 
or even replace the actual ‘practices and views of 
accountants’. Since, as the Opinion explicitly (and 
favourably) confirms, the ASB is less under the 
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influence of accountants than the ASC was, this 
implication seems extremely hard to sustain. It is 
argued that the broader basis and legal support 
given to the ASB, as compared with the ASC, give 
it greater overall weight in the business community 
as a whole. It cannot logically be argued at the 
same time that this necessarily gives it greater 
overall weight as an expression of ‘the practices 
and views of accountants’. | 

It is interesting that the editor of Accountancy, 
in a signed contribution (July 1993), describes the - 
legal Opinion as giving ‘the Accounting Standards 
Board the all-clear to launch and enforce contro- 
versial standards on issues where there -s no con- 
sensus’. He does not claim or imply that the ASB 
is given the authority to launch or enforce stan- 
dards against a prevailing consensus. Arcen herself 
certainly believes that the ASB would have that 
extra authority, as the last sentence below makes 
clear: ` 


“The statements referred to in Section 256 [of 
Companies Act 1985 as amended by Com- 
panies Act 1989] are of standard accounting 
practice. Parliament has thus recognised the 
desirability of standardisation in the 
accountancy field. The discretion to deter- 
mine the measure of standardisation is one 
of the matters left to the Board. By defini- 
tion, standardisation may restrict the avail- 
ability of particular accounting treatments. 
Moreover the Act does not require that the 
practices required by a standard should 
necessarily be those prevailing or generally 
accepted at the time.’ (emphasis original) 


The fundamental point behind all this is the 
relationship and balance of authority between 
TFV, the UK Type A criterion, and the Account- 
ing Standards, part of the UK Type C criterion. 
Arden is trying to increase the relative authority 
of Standards (of promulgated GAAP in American 
parlance), against the authority of TFV as an all- 
pervasive concept. It is revealing to contrast Ar- 
den’s view with another comment from the legal 
perspective. McGee (1991:888), writing m the full 
context of the 1989 Companies Act and the advent 
of the ASB, but before the Arden 1993 opinion, 
gives a different nuance, which he describes in a 
footnote as a ‘welcome new trend’. 


‘A concise summary of the present position 
would be that the accounting and auditing 
professions as a whole are only just begin- 
ning to take the concept of a true and fair 
view seriously as a requirement separate from 
and superior to the principle of complying 
with accounting rules (especially the [Stan- 
dards]).’ (emphasis added) 
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In her argument, Arden emphasises the impor- 
tance of the ‘status’ of the Board and of its “pro- 
cess of investigation, discussion and consultation’, 
both of which can be argued to increase the au- 
thority of its pronouncements. But how does this 
fit with changes in Standards? Consider deferred 
tax for example. In 1975 with SSAP11 (ASC, 
1975) full deferral was ‘required’. In 1978 with 
SSAP15 (ASC, 1978), and later with SSAP15 (re- 
vised) (ASC, 1985), partial deferral was ‘required’. 
The ASB’s current views as formalised in a Dis- 
cussion Paper in 1995 (ASB, 1995b) are that 
SSAP15 should be replaced with a new FRS ‘re- 
quiring that tax should be accounted for using the 
full provision method’ (Summary para. 46(a)). 
Back to square one. Surely this suggests that the 
rules (Standards) are a (visibly but not surprisingly 
fallible) attempt to put flesh on the skeleton of 
TFV. It seems hard to argue that the alternative 
view, that TFV is by definition ‘the collection of 
rules’, can be sustained given such a series of volte- 
faces. Could partial provision really suddenly be 
fundamentally un-true-and-fair after having been 
Standard and standard practice for 20 years? 

This argument supports a distinction made by 
Abraham Bnioff (albeit in an American context) 
between every-day, common-sense or ‘objective’ 
concepts of fair on the one hand, and the account- 
ant’s technical concept of ‘“GAAP-fair’ on the 
other. He suggests (1972:5/6) that ‘financial state- 
ments deviated seriously from an objective stan- 
dard of fairness, and where despite these most se- 
rious aberrations the statements were deemed by 
the auditors to be ‘fair in accordance with 
generally accepted accounting principles (GAAP) 
*,...[TJhis ‘fair’ versus “GAAP-fair’ is a most invid- 
ious distinction.’ 

What are the implications of these UK devel- 
opments for the Type A, Type B and Type C issue? 
All three are of course present. Type A (TFV) is 
legally supreme. Type C, the Standards, although 
in fact relatively flexible compared with what 
many other jurisdictions would expect, are increas- 
ingly codifying practice. The strength of this cod- 
ification, and the role of Standards, has increased 
gradually for half a century, and continues to do 
so. The precise legal status of this strength is un- 
clear. It is pragmatically clear that TFV, and the 
Statement of Principles (Type B), can purportedly 
justify very different Type C rules (e.g. deferred 
tax). This is consistent with this paper’s overall po- 
sition that Type C rules are arbitrary without a 
higher level rationale which will guide, but not of 
course uniquely determine, choice. 


4. A criterion for adequacy—recent 
European developments 


It is well known that the true and fair view word- 
ing found its way from UK Company law into the 
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Fourth EC Directive. The results of this, and the 
complexities which have arisen as various jurisdic- 
tions seek to grapple with a common law-based 
concept alien to Roman law tradition and legal 
infrastructure, whether for the purpose of attempt- 
ing to embrace it or of attempting to evade its im- 
plications, have been the subject of much research 
and discussion. See, for example, Walton (1993), 
Alexander (1993, 1994, 1996), Ordelheide (1990, 
1993, 1996), Burlaud (1993), van Hulle (1993a) 
and Nobes (1993). 

No attempt is made to summarise this material 
here, but a point to emerge recently is relevant to 
the thrust of this paper. This concerns what Or- 
delheide (1993) describes as ‘the traditional prin- 
ciple of Roman law ‘lex specialis precedes lex ge- 
neralis’, i.e. the more specific rule takes 
precedence over the more general rule. Character- 
ising the TFV general clause as lex generalis as 
compared with the lex specialis of Articles 31 and 
34 to 42 of the Fourth Directive, he has therefore: 


‘argued that the European true and fair view 
has, essentially, to be devised from the 
explicitly stated accounting principles and 
rules of the Fourth Directive’. 


Ignoring the reference to ‘the European true and 
fair view’ (both Alexander (1993, 1994) and Nobes 
(1993) argue that there is no such thing), Ordel- 
heide is arguing in the terminology of this paper 
that a Type B approach is superior to, and deter- 
mines the meaning and implications of, a Type A 
approach. This of course is the exact opposite of 
UK tradition and of the explicitly over-riding na- 
ture of the (Type A) TFV concept. The present 
author does not claim expertise on the Roman law 
implications of the lex specialis precedes lex ge- 
neralis principle. But two things are clear. 

The first of these is that the wording of Article 
2 of the Fourth Directive, in para. 5, quite clearly 
states that the TFV requirement (lex generalis or 
Type A), precedes and is superior to ‘a provision 
of [the] Directive’ (although a conflict is likely to 
arise only ‘in exceptional cases’). The second is 
that Ordelheide’s proposition doesn’t work in 
practice. 

This is because all of the Type B attempts at a 
set of rules or conventions are internally inconsis- 
tent. The early list of four ‘fundamental account- 
ing concepts’ in the UK SSAP2 (ASC 1971), i.e. 
going concern, accruals, consistency and prudence, 
explicitly recognised this: “Where the accruals con- 
cept is inconsistent with the prudence concept, the 
latter prevails’. The ASB in its draft Statement of 
Principles, ch. 2 (ASB 1995a) refers to the trade- 
off between relevance and reliability, both coming 
from the IASC Framework (IASC 1989). The ASB 
also makes the doubtful suggestion that prudence 
leads to information which is free from error or 
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bias, although ‘prudence’ and ‘freedom from bias’ 

are apparently inconsistent notions. 

One might suggest that an explicit hierarchy of 
the items in a Type B set should solve the problem. 
However this would not be at all effective. In some 
cases e.g. ‘prudence’ and ‘freedom from bias’, 
there is always inconsistency by definition, so if 
one is permanently ‘supra’ then the other would 
cease to exist. In more variable cases, e.g. where 
accruals and prudence are inconsistent, the debate 
is simply shifted to whether there is an inconsis- 
tency, an issue which would require its own 
criteria. 

Article 31 of the Fourth Directive, to which Or- 
delheide refers, names six ‘general principles’, 
namely going concern, consistency, prudence, ac- 
cruals, separation of asset and liability items, and 
continuity of accounting records. Consider the fol- 
lowing alternative attempts to apply the ‘lex spec- 
iali of Article 31 to the choice between the 
percentage of completion method and the com- 
pleted contract method for taking profits on long- 
term contracts. 

The first argument is: 

a) prudence is a specifically required ‘general prin- 
ciple’ of the fourth Directive, 

b) the percentage of completion method applied 
to long-term contracts is imprudent as com- 
pared with the completed contracts method, 
therefore 

c) the percentage of completion method is ‘incom- 
patible with the fourth Directive’. 


The second argument is: 

a) the going concern and accrual presumptions 
are specifically required ‘general principles’ of 
the fourth Directive, 

b) given the going concern presumption, the en- 
terprise can be assumed to complete the con- 
tract, therefore, 

c) under the accrual convention where account 
must be taken of income and charges relating 
to the financial year, the completed contract 
method is incompatible with the fourth 
Directive. 


How do we set about choosing between these 
two arguments? We certainly cannot use Article 31 
of the Directive to help us. If the Type B approach 
so signally fails to resolve the issue, there are only 
two alternatives. Either we have to make detailed 
regulations, choosing one alternative on some 
purely arbitrary basis and providing detailed rules, 
formulae etc. consistent with it (a Type C ap- 
proach), or we have to resort to some higher but 
more nebulous concept such as TFV, economic 
substance or usefulness (a Type A approach). The 
same argument, of course, applies to other na- 
tional or international sets of ‘general principles’ 
which are internally inconsistent—which means all 
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of them! This analysis suggests, therefore, that 
Type B criteria are not, by themselves, capable of 
providing a defining yardstick for the acceptibility 
of any particular Type.C regulation. 


5. A criterion for adequacy—trecent 
Australian developments 


One of the perceived problems with the Type A 
approach in general, and with TFV in particular, 
is the lack of any formal definition. It can be ar- 
gued, persuasively in the author’s view, that the 
indefinable nature of such a concept is precisely its 
strength. Like ‘justice’, for example, it is a concept 
inherently greater than its precision in terms of any 
one particular time and place could possibly 
encapsulate. 

This question of definition has been raised in a 
discussion paper issued by the Australian Ac- 
counting Research Foundation (Sadhu and Lang- 
field-Smith, 1993). The authors suggest -wo alter- 
native definitions, as follows. 


1. The following three conditions are necessary for 
a general purpose financial report to give a true 
and fair view: 

e the report is presented in accordance with ap- 
plicable Accounting Standards 

e the report complies with other prescriptive re- 

‘quirements of the Corporations Law (for ex- 
ample, section 294 and Schedule 5 of the Cor- 
porations Regulations) 

s the preparation and presentation of the gen- 
eral purpose financial report is in accordance 
with the appropriate application of State- 
ments of Accounting Concepts. 

2. True and fair means that a financial report is 
capable of meeting the information needs com- 
mon to users who are unable to command the 
preparation of financial reports tailozed so as 
to satisfy, specifically, all their financial 
information needs. These needs include those 
related to the discharge of accountability to 
them by the directors of the entity. To be true 
and fair: 

(a) a financial report must disclose information 

in a timely manner; 

(c) the information in a financial report must be 

understandable; 

(b) The information in a financial report must 

be comparable with that provided by: 
(i) other entities in the reporting period; and 
(ii) by the entity and other entities in previous 
reporting periods; 

(e) the information in the financial report must 

be reliable; 

(Ü) the information included in the financial re- 

port must be determined on the basis of its 
materiality; and 
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(g) information must be relevant to the assess- 
ment of the performance, the financial po- 
sition, and the financing and investing 
activities of the entity. 

[The peculiar lettering of this second proposition 
is from the original.] 

These definitions do not seem helpful. The first 
refers to three elements, i.e. Standards (a Type C 
item), Company Law (a Type C item), and the 
(Australian) framework or principles statements (a 
Type B item). Since the ‘Statements of Concepts’ 
are internally inconsistent, and, further, any of the 
three elements in the definition may be inconsistent 
with any of the others, the absence within the 
definition of any criteria for deciding between in- 
consistencies renders the whole thing ineffective. 
The second suggested definition is in effect a re- 
statement of the typical Type B approach. The el- 
ements within it are demonstrably inconsistent 
with each other (e.g. relevant and reliable) and 
again the absence of any criteria for preference be- 
tween the elements renders the definition 
ineffective. 

Since 1990, the financial reporting framework 
adopted by the Australian Society of Certified 
Practising Accountants and the Institute of Char- 
tered Accountants in Australia for application by 
their members engaged in the preparation and au- 
dit of general purpose financial reports included 
mandatory compliance with both the Concepts 
Statements and Accounting Standards. However, 
in June 1993, the Accountancy Bodies resolved 
that after consideration of submissions on this 
matter it was necessary to: 


‘move towards the removal of the manda- 
tory status of Statements of ‘Accounting 
Concepts. It is intended that these steps will 
ensure that Australian SACs have a status 
consistent with internationally equivalent 
Statements.’ 


While this move does indeed bring Australia 
more into line with thinking in a number of other 
countries, it also suggests that the experiment of 
regarding Type B concepts as key criteria in their 
own right was not found to be successful. 


6. A criterion for adequacy—recent US 
developments 


It is common to find references to ‘Anglo-Saxon’ 
accounting, or to Anglo-Saxon influences on ac- 
counting. The term is often used extremely vaguely 
or loosely, but usually carries the implication of 
embracing both a UK and US input. The validity 
of the assumption that UK and US can be mean- 
ingfully bracketed together in this way is often 
doubtful. 
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Following perhaps from the implications of the 
all-embracing ‘Anglo-Saxon’ idea, it is commonly 
implied or stated that TFV (from the UK) and fair 
presentation (from the US), are alternative terms 
for what is basically the same notion. A significant 
example is the IASC Framework for the Prepara- 
tion and Presentation of Financial Statements, 
([ASC 1989), para. 46 (the heading is original from 
the document): 


‘True and Fair ViewlFair Presentation. Fi- 
nancial statements are frequently described 
as showing a true and fair view of, or as pre- 
senting fairly, the financial position, 
performance and changes in financial posi- 
tion of an enterprise. Although this frame- 
work does not deal directly with such con- 
cepts, the application of the principal 
qualitative characteristics and of appropriate 
accounting standards normally results in fi- 
nancial statements that convey what is 
generally understood as a true and fair view 
of, or as presenting fairly, such information.’ 


This treats conveying a true and fair view, and 
presenting fairly, as interchangeable. However, 
Zeff (1993) comments as follows: 


‘In the European setting, ‘true and fair view’ 
is used as an ‘override’, which means that it 
is intended to be the governing criterion by 
which financial statements are to be judged. 
In the United States, however, the governing 
criterion is conformity with GAAP. ‘Present 
fairly’ is defined by reference to conformity 
with GAAP, and there is no authoritative 
literature in the United States in which ‘pres- 
ent fairly’ is explained or defined. In the 
United States, therefore, ‘present fairly’ is 
not in itself a governing criterion by which 
financial statements are judged by the 
organised accounting profession and by the 
Securities and Exchange Commission 
(SEO). 


It must be noted the US requirement is to pres- 
ent fairly in accordance with generally accepted ac- 
counting principles, not to present fairly in accord- 
ance with promulgated generally accepted 
accounting principles. Non-promulgated GAAP is 
not insignificant in the US (see Miller, 1996). It is 
therefore, hypothetically, possible for ‘fair pres- 
entation’ in the guise of non-promulgated GAAP 
to override explicit regulation existing in the guise 
of promulgated GAAP. However, SAS 69 (AICPA 
1992) is clearly at great pains to minimise the poss- 
ibility of this happening in practice. It gives a 
series of ‘sources of established accounting prin- 
ciples that are generally accepted in the US’, 
worded in complicated official jargon, but also 
gives a rather more easily understandable 
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Table 1 
Extract from SAS 69 


GAAP Hierarchy Sommary 
Non-governmental entities 
Established Accounting Principles 


FASB Statements and Interpretations, APB Opinions, and AICPA Accounting Research Bulletins 
. FASB Technical Bulletins, AICPA Industry Audit and Accounting Guides, and AICPA Statements of Position 
Consensus positions of the FASB Emerging Issues Task Force and AICPA Practice Bulletins 


. AICPA accounting interpretations, ‘Qs and As’ published by the FASB staff, as well as industry practices widely 
recognised and prevalent 


Other Accounting Literature 


Other accounting literature, including FASB Concepts Statements; APB Statements, AICPA Issues Papers; International 
Accounting Standards Committee Statements; GASB Statements, Interpretations, and Technical Bulletins, pronouncements 
of other professional associations or regulatory agencies; AICPA Technical Practice Aids, and accounting textbooks, 
handbooks, and articles. 

Source: AICPA (1992) 





summary of sources as applied in practice in the Furthermore, there is no requirement that any 
field of non-governmental entities. This is shown US Standard-setting body should use the fair pres- 
in Table 1. entation criterion as an influence inputting into the 

It is vital to remember that this is, explicitly, a creation of its detailed recommendations. Indeed, 
hierarchy. If the issue is covered by category (a) the whole point is that fair presentaticn is not a 
then the regulations stated under category (a) must criterion in this sense at all. Again, to quote Zeff 
be followed. If not, then if: (private correspondence 1993): 


‘an established accounting principle from 
one or more sources in category (b), (c), or 
(d) is relevant to the circumstances, the au- 
ditor should be prepared to justify a conclu- 
sion that another treatment is generally ac- 
cepted. If there is a conflict between 
accounting principles relevant to the circum- 
stances from one or more sources in category 
(b), (c), or (d), the auditor should follow the 
treatment, specified by the source in the 
higher category—for example, follow cate- 
gory (b) treatment over category (c —or be 
prepared to justify a conclusion that a treat- 
ment specified by a source in the lower cat- 
egory better presents the substance of the 
transaction in the circumstances.’ 


‘As a matter of fact, acting at the suggestion 
of the 1978 Cohen Commission on Auditors’ 
Responsibilities, the US Auditing Standards 
Board actually proposed in 1980 that the 
term ‘fairness’ be deleted from the pinion 
paragraph of the audit report! ‘Fairness’ is 
not in US legislation; it is no more than an 
amorphous standard of quality invcked by 
the AICPA.’ 


In summary, Zeff (1995:55) argues that, while 
‘jurists, financial journalists, members of Congress, 
and other lay commentators’ may ses ‘present 
fairly’ as an ‘essential quality’, it is in fact 


‘a term that was developed in the private sec- 
tor but which seems not to be invoked in 


It is clear from both the general tenor and the professional or regulatory circles. Today, 
specific content of SAS 69 that departure from discussions within the major accounting 
promulgated GAAP, where such GAAP exists, is firms, and between the firms or corpcrations 
extremely unlikely. Zeff has commented (private and the SEC’s accounting staff over the pro- 


correspondence 1993): priety of accounting or disclosure practices 
While it is true that rule 203 of the AICPA revolve about the question, “is it GAAP?’’ 
Code of Professional Conduct provides that Zeff’s view is consistent with that expressed by 


there may be circumstances in which the au- — van Hulle (1997:718). Describing the discussions at 


ditor could believe that adherence to prom- the IASC Board meeting which finalised IAS1 (re- 
wgated GAAP would make the financial vised) he wrote the following: 


statement misleading, experienced US audi- 
tors tell me they cannot recall ever seeing 
‘rule 203 exceptions’, especially in the finan- 
cial statements of companies subject to the 
Securities and Exchange Commission, which 
would comprehend almost all publicly traded 
companies.’ 


*...Canada and the United States came out 
strongly against the override. [They] were not 
in favour of the override because they feared 
abuses..... The representative of the SEC ar- 
gued that—although there is an override test 
in the auditing standards in the US—no reg- 
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istrant with the SEC had ever applied the 
override in its financial statements.’ (empha- 
ses added). 


The general impression all this analysis gives is 
that US accounting practice is highly regulation- 
driven. Van Hulle (1993b) makes the extremely in- 
teresting observation that: 


‘from an accounting point of view it 
is...interesting to see that German accounting 
practice is closer to US GAAP than to UK 
GAAP’. 

In terms of the content of the GAAP, In valua- 
tion terms, this is perhaps only partially true. But 
in terms of the approach of the GAAP, i.e. detailed 
promulgated regulation, and of the approach to 
the GAAP, i.e. acceptance of and subservience to 
the detailed promulgated regulations, it seems that 
van Hulle is broadly correct. In both Germany 
and the US, adherence to the regulation is essential 
in order-to receive a clean audit report. Certainly 
we can conclude that fair presentation in tts US 
context, and TEV in its UK context, are very dif- 
ferent concepts with completely different roles. 
The US ‘fair presentation’ wording, widely re- 
garded as an important criterion of the Type A 
category, appears on closer investigation to be no 
such thing. In practice the US criterion for the ad- 
equacy of a set of financial statements is the de- 
tailed promulgated GAAP of the FASB state- 
ments, a Type C criterion. From a UK 
‘pro-meta-rule’ perspective it seems hard to disa- 
gree with the general tenor of the following quo- 
tation (Accountancy, August 1997 p. 17), though 
the syntax as quoted is not excessively elegant. 


‘Are you prepared to sign off accounts that 
you know are wrong?’ Sir David [Tweedie] 
asked the US. “They said yes because that’s 
what the rules say, and we were just rolling 
around on the floor at this stage—it’s bizarre 
what the US does.’ 


Several implications follow from the above dis- 
cussion of the US situation. The first, which the 
author is developing elsewhere, is that the US and 
the UK differ significantly regarding the issues 
raised in this paper. The second implication, more 
explicitly, is that, at least as far as any particular 
company, and any particular auditor, are con- 
cerned, Type C GAAP, and more particularly the 
Standards are normally the only consideration 
when determining the adequacy of a set of finan- 
cial statements. 

The third implication, and this is doubtless 
much more tendentious, is that the US position is 
in the long run unsustainable: when a standard- 
setter has to choose between alternative proposed 
rules, and when an individual accountant has to 
devise an appropriate response to a new or unu- 
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sual situation, arbitrariness is not enough. Criteria 
external to and prior to the set of possible detailed 
rules are required. To ‘sign off accounts that you 
know are wrong’ because ‘that’s what the rules 
say’ is the very negation of the provision of useful 
information. 


7. The international scenario 


As a final and topical focus, we look at the content 
of the IAS] Presentation of Financial Statements 
(IASC, 1997a) as regards the criterion for ade- 
quacy, and at the route leading to the finally 
agreed version. The Exposure Draft E53 (ASC 
1996) differed significantly from JAS] (revised), 
and explicitly proposed that no over-ride should 
be allowed. It is worth considering the key relevant 
parts of E53 with some care. Our rejection of Type 
B criteria throws doubt on the validity of para. 16 
of E53, which stated as follows: 


‘When no applicable International Account- 
ing Standard exists in respect of a particular 
recognition, measurement, presentation or 
disclosure issue, a fair presentation is 
achieved by selecting and applying account- 
ing policies....and presenting the resulting 
amounts in a manner which provides rele- 
vant, reliable, comparable and understanda- 
ble information.’ 


Against what criteria are the accounting policies 
to be ‘selected’? The suggested answer is that the 
chosen policies should be those which provide ‘rel- 
evant, reliable, comparable and understandable 
information’. This answer can be interpreted in 
two ways, neither of which make sense in the con- 
text of para. 16. The first interpretation 1s that the 
four adjectives are themselves a list of four sepa- 
rate considerations, all needing to be satisfied. This 
will not work, however, as the Type B adjectives 
tend to be conflicting. “Relevance’ and ‘reliability’ 
are notorious in this respect (see IASC Framework 
(IASC, 1989) paras. 32 and 45). ‘Understandable’ 
requires different inputs and presentations for dif- 
ferent users, and ‘comparable’ again implies dif- 
ferent needs for different purposes and compari- 
sons: proper comparison of X with Y and X with 
Z may require X’s information to be presented in 
two different ways. Viewed as a set of separate 
adjectives, the proposed para. 16 is not operable. 

The alternative interpretation is that the four 
adjectives are no more than a euphemism for the 
true and fair view/fair presentation concept. This 
is not consistent with the drift of E53, and it would 
of course turn para. 16 into a circular statement. 
This is not to deny that these four adjectives might 
be helpful as a checklist of background ideas in a 
situation where one is groping towards a solution 
to some unusual situation which one needs to pres- 
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ent fairly. But it is to argue that they do not pro- 
vide a clear-cut criterion. 

As regards Type C regulations, there is no fun- 
damental theoretical reason against regarding a 
long and detailed list of regulations as the bench- 
mark for the acceptability of published financial 
statements. The problem is that it doesn’t work if 
financial statements are intended to be useful in 
the sense of para. 12 of the IASC Framework: 


‘The objective of financial statements is to 
provide information about the financial po- 
sition, performance and changes in financial 
position of an enterprise that is useful to a 
wide range of users in making economic 
decisions.’ 


Since there is not only an almost infinitely wide 
range of users, but also an almost infinitely wide 
range of enterprises in an almost infinitely wide 
range of situations requiring an almost infinitely 
wide range of economic decisions, it follows that 
detailed prescription, coupled with objectivity and 
excessive reliability in a narrow technical sense, 
cannot comprehensively achieve this objective. 
E53 half accepted this with its claim to ‘less rigid 
pronouncements’, but seems to half-reject it with 
its restriction on ‘additional disclosure’ (para. 15) 
and the reference to ‘additional analysis’ (not ad- 
ditional information!) in para. 105(c). 

The essential issue is the relationship between 
Type A and Type C requirements. There must be 
regulations. Where they are lacking then there 
must be some infilling general requirement, as 
para. 16 of E53 accepted in a half-hearted, inad- 
equate and ill-thought-out way. But where both A 
and C are present, what is the relationship between 
them? 

‘The essence of the answer is very simple. It is 
that the Type A criterion is the greater and su- 
preme one. This is so firstly because the inflex- 
ibility and stultification of regulation negates its 
acceptability in the context of the stipulated objec- 
tive (para. 12 of the IASC Framework, already 
quoted). Secondly, it is so because if the regulation 
is going to be changed—as it must be and will be— 
then some over-riding criterion greater than that 
enshrined within the regulation itself must, as a 
matter of logical necessity, be employed in order 
to decide on the changes and developments 
needed. The proposal in E53 that ‘financial state- 
ments that are prepared and presented in accord- 
ance with International Accounting Standards can 
meet the fair presentation requirement only if they 
comply in all material respects with all applicable 
Standards’ (para. 17, emphasis added) was neither 
logically nor pragmatically acceptable. 

Para. 12 of the IASC Framework applies, by 
definition, in an International context. This means 
that the ‘wide ranges’ referred to above must be 
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significantly wider than they would need to be in 
any particular coherent national context. Rele- 
vance requires a relationship to community, cul- 
ture and context. The IASC has always recognised 
this in practice if not in principle. The criginal set 
of IASs were couched in often very general terms 
and allowed significant options. Even the revised 
set partly operable from 1 January 1995 and partly 
still in process, despite the significant reduction in 
options, retain a lack of detail compared with 
many (though not all) national jurisdictions. It re- 
mains to be seen whether the complete set of re- 
vised IASs will be adequately ‘less rigid to allow 
relevant information throughout the 100+ coun- 
tries formally involved. 

What is disturbingly clear, however, is that there 
are pressures to significantly increase the rigidity 
in the medium term. Chief among these pressures 
seems to be not from Continental Europe and its 
Roman law tradition but from the US. The US 
spokesman at a panel in the Chicago 1936 annual 
conference of the American Accounting Associa- 
tion, Jim Leisenring, the vice-chairman of the 
FASB and the FASB’s representative to -he IASC, 
explicitly said that be felt LASs needed materially 
more detail. This would of course be Üully con- 
sistent with our earlier discussion of the US 
position. 

Further the Secretary-General of IASC, Sir 
Bryan Carsberg, has indicated his views fairly 
clearly in a discussion on the musical versus the 
accounting implications of ‘harmonisation’ (at an 
Anglo-Polish accounting conference in Cam- 
bridge, 12 September 1996). It was argued that 
‘harmonisation’ required usually a variety of dif- 
ferent instruments and always a variety o7 different 
notes. The Secretary-General’s reply was that he 
thought plainsong was a better musical analogy 
than harmonisation to indicate his vision of the 
future. Whether this is consistent with the needs 
of local relevance as well as of international stock 
exchanges seems doubtful. 

It is clear that the comment letters to IASC on 
E53 (which included one from the present author 
on the lines of this paper) caused some d2bate and 
rethinking. At its meeting in April 1997 the Board 


(IASC 1997b) 


e tentatively agreed to introduce a require- 
ment to depart from a Standard when, and 
only when: 

e the transaction is, in substance, of a type 
that seems not to have been considered 
when the Standard was developed; and 

e° compliance with the Standard would be 
misleading, so that a departure is neces- 
sary to achieve a fair presentation. 


IASI as finally agreed and issued has broadly 
confirmed the April 1997 position, and has indeed 
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gone slightly further in that the suggested require- 
ment that the transaction should be ‘of a type that 
seems not to have been considered when the Stan- 
dard was developed’ is no longer explicitly 
included. 

The key requirements of IAS] (revised) (paras. 
10 and 13) are as follows: 


‘Financial statements should present fairly 
the financial position, financial performance 
and cash flows of an enterprise. The appro- 
priate application of International Account- 
ing Standards, with additional disclosure 
when necessary, results, in virtually all cir- 
cumstances, in financial statements that 
achieve a fair presentation. 

In the extremely rare circumstances when 
management concludes that compliance with 
a requirement in a Standard would be mis- 
leading, and therefore that departure from a 
requirement is necessary to achieve a fair 
presentation, an enterprise should disclose: 
(a) that management has concluded that the 
financial statements fairly present the enter- 
prise’s financial position, financial perform- 
ance and cash flows; 

(b) that it has complied in all material re- 
spects with applicable International Ac- 
counting Standards except that it has de- 
parted from a Standard in order to achieve 
a fair presentation; 

(c) the Standard from which the enterprise 
has departed, the nature of the departure, 
including the treatment that the Standard 
would require, the reason why that treatment 
would be misleading in the circumstances 
and the treatment adopted; and 

(d) the financial impact of the departure on 
the enterprise’s net profit or loss, assets, lia- 
bilities, equity and cash flows for each period 
presented.’ 


Interestingly, the Standard continues in para. 18 
to explicitly suggest an intention to modify Stan- 
dards or issue interpretations to deal with any sit- 
uation which threatens to be less than exceedingly 
rare, 


‘Because the circumstances requiring a de- 
parture are expected to be extremely rare and 
the need for a departure will be a matter for 
considerable debate and subjective judge- 
ment, it 1s important that users are aware 
that the enterprise has not complied in all 
material respects with International Ac- 
counting Standards. It 1s also important that 
they are given sufficient information to ena- 
ble them to make an informed judgement on 
whether the departure is necessary and to 
calculate the adjustments that would be re- 


251 


quired to comply with the Standard. IASC 
will monitor instances of non-compliance 
that are brought to its attention (by enter- 
prises, their auditors and regulators, for ex- 
ample) and will consider the need for clari- 
fication through interpretations ` or 
amendments to Standards, as appropriate, to 
ensure that departures remain necessary only 
in extremely rare circumstances.’ 


This seems eminently sensible. It recognises the 
necessary supremacy of the Type A ‘fair presen- 
tation’ over-ride (hence confirming that IASC fair 
presentation is not at all the same as US fair pres- 
entation) and proposes to channel the results into 
improving and refining the Type C Standards and 
interpretation. 

The implications and effects of the agreed IASI 
remain to be seen, and should be of considerable 
interest. The news item in Accountancy for August 
1997 from which Sir David Tweedie’s fulminations 
have already been quoted underlines the shifting 
alliances and conflicting attitudes. 


‘IASI, Presentation of Financial Statements, 
was approved but not without the usual ar- 
gument over the true and fair override which . 
has been left in the standard. Essentially the 
US, Canada and Australia do not believe in 
it but the UK and most European countries 
do. 

The SEC’s Mike Sutton made his disap- 
proval of the final standard clear at the meet- 
ing, though he had already written to the 
IASC to say that the true and fair override 
was unacceptable to SEC staff.’ 


It should be clear from the earlier sections of 
this paper that there is no international consensus 
on the issues raised. This IASC discussion in a 
sense merely confirms that impression. JAS! as 
currently extant clearly confirms that not to ‘be 
misleading’ is an over-riding criterion, above fol- 
lowing IAS requirements, i.e. its Type A criterion 
over-rides its Type C rules. However, the battle- 
lines are still drawn. 


8. Conclusion 


It is clear that some means of specifying the cri- 
teria for adequacy of published general purpose 
financial reports is essential. This paper looks at 
three levels at which this can be attempted, the 
general fundamental concept, the set of conven- 
tions and the complete and detailed regulation, 
which we term Type A, Type B and Type C, 
respectively. The middle level is unsatisfactory as 
the benchmark or qualitative standard, because all 
attempts at creating it have been internally incon- 
sistent. The relationship between the first and the 
third is becoming both more important and more 
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problematical, as accounting standards of a more 
or less official nature become more numerous and 
more ostensibly important in many countries. 

It is important to clarify precisely what we are 
saying about the relationship between A and C, 
between a general fundamental concept on the one 
hand, and ‘complete’ and detailed regulation on 
the other. We are arguing that unequivocal agree- 
ment is necessary that either the Type A criterion 
is superior to the Type C criterion, or the reverse. 
One and one only must be the deciding factor. We 
are not arguing that the supremacy of a Type A 
criterion implies no place at all for any detailed 
Type C specification, nor that the supremacy of 
Type C specification precludes the recognition of 
some general Type A criterion as a relevant or im- 
portant backcloth. 

Secondly, it is our opinion that although su- 
premacy of Type C specification may be feasible, 
at least in the short term, it is inadequate in a dy- 
namic economy, as choice or change in such reg- 
ulation is inevitably without reference to a more 
broadly based objective. 

We support absolutely the recent comment by 
McSweeney (1997:707) that: 


Sa] regulative ideal is a normative mechan- 
ism within a community which suppresses or 
reduces the variability of what is potentially 
an open-ended process. It contributes to the 
achievement of some degree of conformity 
and closure.’ 


Such an ideal guides the debate. It does not, and 
cannot, itself give ‘the’ answer. 

Consideration of current events in the UK 
seems to suggest inter-action in both directions be- 
tween its Type A and Type C influences. There can 
be no doubt that the need to present an econom- 
ically-based true and fair view permeates much 
regulation—e.g. SSAP19,. Accounting for Invest- 
ment Properties, and more recently FRS5, Re- 
porting the Substance of Transactions (ASC, 1981; 
ASB, 1994). Equally, whatever our precise views 
on the shifts of emphasis proposed by Arden 
(1993) as compared with Hoffman and Arden 
(1983), it is clear that the meaning of TFV in any 
specific situation is significantly influenced by the 
extant regulatory framework at that time. 

It is interesting to speculate on some possible 
‘political’ implications of our arguments. The fear 
of an ‘Anglo-Saxon’ takeover prevalent in parts of 
continental Europe is shown to be simplistic, as 
‘Anglo-Saxon’ as a single grouping has no real 
existence. On the other hand, any successful at- 
tempt by the US to ‘take over’ [ASC would seem 
to be against the interests of the British tradition 
as well as those of continental Europe. And could 
we even end up with a German-American pact— 
regulationists all? The operational relationship be- 
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tween Type A and Type C considerations is there- 
fore complicated, and worthy of further in-depth 
investigation over time and across jurisdictions. 

We have argued that a general over-riding 
requirement is logically necessary, and also that 
the degree of ‘less rigidity’ claimed as a necessary 
condition for the E53 proposals is already under 
active threat. The IAS 1 (revised) requirements, 
and the US attitude to them, are both fully con- 
sistent with the arguments and opinions expressed 
in this paper. 

Our position cannot be summarised more effec- 
tively than by repeating a quotation from an SEC 
report of 1942, quoted in Tweedie (1983). Inter- 
national enlightenment requires flexibility and mu- 
tual understanding, not rules. Comparability on 
an international basis (E53 p. 6 point 2) requires 
local relevance plus cross-national understanding, 
not imposed formulaic practices from traditions 
removed from the context of enterprise or financial 
statement user. 


‘We think, however, that too much attention 
to the question whether the financial state- 
ments formally complied with principles, 
practice and conventions accepted at that 
time should not be permitted to blind ‘us to 
the basic question whether the financial 
statements performed the function of enlight- 
enment, which is their only reason for 
existence.’ 


The issue of the extent to which any specific ver- 
sion of the object under discussion fulfils its pur- 
pose is a subjective matter. The adequacy of a set 
of financial statements in performing the function 
of enlightenment is a prime example. 
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Book Reviews 


Accounting for Growth: Information Systems and 
the Creation of the Large Corporation. Margaret 
Levenstein. Stanford, CA: Stanford University 
Press, 1998. ix + 277pp. 


This book, based on Professor Levenstein’s PhD 
thesis (1991) at Yale University, is a case study of 
Dow Chemical Company between 1890 and 1914. 
The focus is on the evolution of Dow’s informa- 
tion system. Information is shown to be both a 
dependent and independent variable because 
changes in the firm’s strategy and organisational 
structure affected the design and use of its 
information system, and the information system 
also affected the firm’s strategy and organisation. 

The book has seven chapters, four appendices, 
extensive notes and 19 figures. Chapter 1 provides 
a theoretical perspective on information in relation 
to the subjects of innovation, organisation and 
strategy. The framework is based on research in 
industrial organisation, the economics of informa- 
tion and, to a lesser extent, agency theory. Chapter 
2 reviews the literature on early manufacturing ac- 
counting. Chapter 3 describes Dow Chemical’s his- 
tory by dealing first with the Midland Chemical 
Company and then with the formation of the Dow 
Chemical Company, emphasising and contrasting 
the organisational structure and strategy of the 
two firms. Chapters 4, 5 and 6 reconstruct the 
information system and give the details of depre- 
ciation accounting, inventory valuation and cost- 
ing and the evolution of accounting at Dow. The 
last chapter sums up and concludes that ‘changes 
in the information system sometimes reflect the 
‘movement towards modern accounting procedu- 
res’ and, at other times, reflect ‘a conscious choice 
to reject standard accounting practice in favor of 
measures that made sense to Dow’s chemist-man- 
agers’ (p. 189). 

One of the major questions raised in this 
thought-provoking and fact-filled history of the 
first 25 years of one of today’s largest corporations 
concerns whether the role played by accountants 
in the development of Dow Chemical’s informa- 
tion system was a positive or a negative for Dow. 
The basic thesis is that a firm’s information (ac- 
counting) system is determined by its own internal 
economic criteria unless external forces, such as an 
influential accounting profession (or laws and reg- 
ulations), limit choices. Of course, in this study 
period, the accounting profession was in its in- 
fancy in the US and the present-day concepts of 
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an ‘accounting standard’ and ‘accepted principle’ 
did not exist. Nevertheless, accountants were be- 
ginning to be viewed as experts and their opinions 
on accounting issues were respected, even if their 
authority was problematic. 

The economic framework is given early on: 
‘Professional accountants have their own stan- 
dards, and preferences that can have an independ- 
ent influence on the design of an information 
system’ but “Competition will put pressure on 
firms to drop practices which put them at a com- 
petitive disadvantage’ unless the standards are 
mandated (p. 3). While some economists think ac- 
countants ‘don’t think rationally’ (p. 6), Dow was 
relatively ‘unhampered’ and ‘unaided’ by profes- 
sional accountants and employed marginal ana- 
lysis (p. 19). The early managers had no formal 
training in accounting (p. 89) but in 1899, Hack- 
enberg, the new Secretary and board member with 
some accounting training, hired an ‘expert 
accountant’ (p. 103). However, the economic 
environment was changing and the ‘ideas and tech- 
niques which accountants and managers had at 
their disposal were of the old economic order’ 
(p. 140). Professional accountants did influence 
Dow’s treatment of overhead expenses but only 
“where those standards were consistent with Dow’s 
own strategic vision’ (p. 142). 

For Midland Chemical Company, the predeces- 
sor of Dow Chemical, “We need not worry that 
these practices were influenced by demands exter- 
nal to the firm’ because no member of Midland 
management had accounting training (p. 143). 
‘For better or worse, standard accountancy, such 
as it existed, had little impact on Midland’s treat- 
ment of overhead costs’ (p. 143). However, the of- 
ficers and directors of Dow Chemical, formed in 
1907, had more background in accounting and 
outside accountants began to have more influence 
because new strategies ‘required Dow to bring in 
managerial expertise to aid its chemists and engi- 
neers’ (p. 147). | 

A Haskins & Sells (accounting firm founded in 
1895 and now part of Deloitte & Touche) audit in 
1905 recommended that Dow include depreciation 
in product cost measures but Dow rejected the rec- 
ommendation. Yet, Dow did take depreciation 
into account for investment decisions. Haskins & 
Sells also recommended that income from the sale 
of power and chlorine be credited to separate rev- 
enue accounts instead of being treated as credits 
to the cost of producing bleach which had been 
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Dow’s major product (p. 154). Dow adopted the 
recommendation, although the accounting change 
made bleach appear to cost more. (Eventually, 
Dow stopped producing bleach.) “The change in 
its information system, initiated by Haskins & 
Sells, led Dow to reformulate its conception of it- 
self? as a multi-product firm (p. 155). The change 
had, apparently, already started prior to the rec- 
ommendation. The procedures used by Dow to al- 
locate joint product costs also were consistent with 
‘standard’ accounting procedure and strategic 
needs (pp. 156-157). 

Another significant recommendation was made 
by Haskins & Sells in 1906. The accounting firm 
advised Dow to value inventories at cost (instead 
of market) and to report profit when goods were 
sold instead of produced. (Valuation at market 
was not unreasonable since prices at the time were 
fixed by a collusive pool and, therefore, could be 
viewed as certain. On the other hand, the period 
was one of falling prices.) This had the uninten- 
tional but important effect of giving greater em- 
phasis to marketing and sales (p. 159) which was 
a critical event in Dow’s history. The intention in 
this case, as in the case of joint costs, was to com- 
ply with the accountants’ demands. ‘But Dow also 
understood that changing how it produced and re- 
ported information had strategic implications. As 
it implemented the Haskins & Sells recommenda- 
tions, Dow understood that certain changes would 
complement its strategy’ (p. 159). 

The conclusion was that some of the changes in 
the information system during this period were 
due to outside accountants, ‘carrying the weight of 
outside authority...” But this authority did not 
mean that accountants exercised ‘hegemony’ over 
the information system. The system produced dif- 
ferent measures for different purposes. Some were 
consistent with accounting standards, while others 
were not (p. 179). On balance, it would appear that 
the impact of accountants on Dow’s information 
system was a plus, although it is unclear whether 
the author would agree. 

An important contribution of this book is its 
continuing emphasis on the theme that cost cal- 
culations are made for different purposes so that 
a cost concept can be evaluated only in terms of 
its purpose. The question of purpose was para- 
mount, and there often is confusion over whether 
the relevant costs were short-run costs or long-run 
total average costs (p. 27). Historians who focus 
only on the cost concept without linking the con- 
cept to purpose might be misled. For example, 
Professor Levenstein argues that while some have 
concluded that the full costing concept has no 
managerial purpose other than to provide the his- 
torical cost valuation of inventories for financial 
accounts, others advocated the use of full cost 
without making a connection to the financial ac- 
counts (p. 26). 
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This insightful book is highly recommended 
reading for accountants, economists and historians 
interested in the influence of changes in the organ- 
isation and strategy of an early American com- 
pany on the development and evolution of its 
information system. By emphasising the interplay 
between a firm’s information system and the eco- 
nomic environment in which the firm operates, it 
correctly places the questions about a firm’s ac- 
counting policies in a richer context. 


New York University Richard P. Brief 


Encyclopedic Dictionary of Accounting. R. Abdel- 
Khalik. Blackwell, 1998. ix + 287pp. 


There are several curious aspects of this book. 
First, it is unclear what the book’s purpose or au- 
dience is. The ‘preface’ does not tell us this or 
anything else about the book, since it is a brief 
essay on certain accounting problems. The ‘ency- 
clopedic’ in the title (i.e. ‘very full and thorough’, 
OED) is misleading because the entries are merely 
a selection of topics. They certainly range widely: 
‘preparing a trial balance’ to ‘defeasance’. (What 
sort of reader would want both?) However, at the 
one end, there are no entries (or index references) 
for ‘debit’, ‘asset’ or ‘balance sheet’; and, at the 
other end, there are no entries for ‘discounting’, 
‘joint venture accounting’ or ‘comprehensive in- 
come’. Similarly, the cover’s claim of “‘compre- 
hensive coverage of the whole field of accounting” 
is unreasonable, given the sparseness of the cov- 
erage on cost and management accounting. 

Also, given that the publisher is British, the title 
is again badly misleading because it does not warn 
the reader that the book is basically American: by 
my count, 87 (76%) of the 114 contributors are 
North American, and nearly all (70%) of the few 
foreigners come from Singapore or Australia (Eu- 
rope is represented by two Poles and two Britons). 
Many topics which differ greatly internationally 
are dealt with exclusively in a US context (e.g. 
business combinations, consolidated statements, 
deferred tax, pensions). This is at its worst for ‘cur- 
rent value’, where there is no reference to practice 
outside the US, and only two items in the bibli- 
ography (both US). Even when there is some inter- 
national coverage (e.g. asset revaluation), the 
scope is generally limited to the English-speaking 
world. The occasional attempt to be broader can 
go hopelessly wrong. 

For example, the Table on goodwill treatments 
(p. 163) contains more errors than I have ever seen 
in one Table. How can capitalisation be ‘required’ 
by France, the UK and the IASC when at the 
same time equity write off is ‘allowed’? Also, there 
were no maximum lives of amortisation in France, 
Germany, Netherlands or the UK despite the ta- 
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ble’s invention of four different lives. How 1s it 
that all these EU countries allegedly use lives 
which exceed the alleged EU maximum? Inciden- 
tally, what is the point of the row which has ex- 
actly the same code for all 13 countries in a Table 
headed ‘international comparison’? 
Unfortunately, even the US coverage can go 
wrong (or, at least, be seriously misleading), de- 
spite a US writer (presumably an expert) being 
chosen for the task. For example, we are told that: 


‘Under GAAP, goodwill is amortized over 
40 years or over the expected life of the firm, 
whichever is less. Under the new IRS rules, 
goodwill has to be amortized over 15 years. 
[This]...can therefore be a temporary differ- 
ence if the firm amortizes goodwill over a 
period other than 15 years.’ (p.126) 


However, (i) APB Opinion 17 does not refer to the 
life of the firm but to the life of the goodwill 
(which might be much shorter); (11) the IRS rules 
requiring 15-year amortisation relate only to good- 
will where there is an asset acquisition or an elec- 
tion to be treated as such; and (ii) most goodwill 
(non-tax deductible goodwill) is exempted from 
creating deferred tax under SFAS 109. 

Another bizarre feature of the book is that sev- 
eral topics are repeated. ‘Accounting for leases 
standards’ (p.6) covers much the same ground as 
‘leases’ (on p.207). Presumably, the editor was try- 
ing to hide this by beginning one of the entries 
with ‘Accounting’ (not a sensible procedure in an 
accounting dictionary). Similarly, ‘asset revalua- 
tion accounting’ (p.30, written by an Australian) 
overlaps “revaluation” (p.253, written with a New 
Zealand bias). Again, not surprisingly, ‘marketa- 
ble securities’ covers much the same ground as ‘se- 
curities’; and both are exclusively American. 

Another problem with the book is its lack of 
currency in some entries. For example, the lengthy 
and detailed entry on ‘international accounting 
standards’ does not even go as far as IAS 29 of 
1989 or IAS 31 of 1990. Strangely, it does include 
some IAS changes of 1993, but then nothing sub- 
sequently. In a book published in 1998, this is 
most unsatisfactory in a fast-changing field. Simi- 
larly, the entry on ‘derivatives’ tells us a great deal 
about an exposure draft (E 48) of 1994 but nothing 
about a standard (IAS 32) of 1995. 

Many of the individual entries in this book are 
well written and seem accurate. Also, the index is 
fairly comprehensive, which helps to make up for 
the strange selection and order of entries. How- 
ever, these good features cannot overcome the 
above fundamental problems sufficiently to enable 
a recommendation of the book. 


University of Reading Christopher Nobes 
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A Power Control Exchange Framework of Account- 
ing: Applications to Management Control Systems. 
Seleshi Sisaye, JAI Press, London, xxiii + 231 pp. 


This book forms volume 5 of the series on Studies 
in Managerial and Financial Accounting, edited by 
Marc J. Epstein. The aim of the book is to provide 
‘a framework for behavioral accounting research- 
ers to better understand power contro! exchange 
variables that affect the design and implementa- 
tion of management control systems’ (p. xi). The 
main thesis is that ‘management accountants can 
benefit greatly from a resource-driven approach to 
planning and control systems when faced with re- 
source uncertainties and limited information/ 
knowledge about exchange allocation decision di- 
mensions. A resource exchange approach to 
Management control systems can minimize diffi- 
culties of coordination and power-dependency re- 
lationships associated with resource allocation 
decisions in multi-divisional organizations’ (p. 
xiii). The book contains a brief introduction, eight 
chapters and two appendices. 

The introduction provides a short statement 
concerning the aims of the book, its distinctive 
contribution, and a brief description of the con- 
tents of each chapter. Chapters 1-4 lay the foun- 
dations for the book by contrasting alternative 
theoretical approaches to the study of power and 
control in organisations. Chapter 1 deals with so- 
ciological approaches to power and accounting 
control systems. It deals with the literature on 
power and control in organisations, beginning 
with the work of Bernard through to the work of 
Pfeffer, in a chronological manner that covers the 
structural-functional (rational choice) and the con- 
flict-pluralistic approaches. The chapter concludes 
with some discussion of the institutional view of 
multi-divisional, complex organisations, where def- 
initions of a number of control terminologies are 
offered. 

Chapter 2 contains a discussion of power and 
accounting control from a social perspective. Here 
we encounter reference to the restricted and 
generalised forms of social exchange and their 
linkages to power. This is followed by an exam- 
ination of resource allocation decisions and ac- 
counting control in the context of the power and 
social exchange forms discussed at the beginning 
of the chapter. The chapter concludes by offering 
a typology of views of organisation and resources 
according to the structural-functional and conflict- 
pluralistic approaches. 

Chapter 3 is concerned with an examination of 
management accounting research assumptions 
that are embedded in the structural-functional ap- 
proach. Here, the discussion progresses from de- 
scribing the theory of social organisation (with 
particular emphasis on resource allocation) to in- 
dicators of power under the structural-functional 
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approach. Indicators of power covered are expert 
power, legitimate power, reward power and refer- 
ent power; thts is followed by a brief reference to 
organisation contextual variables used by re- 
searchers working within the structural-functional 
approach; e.g. organisation size, levels of hierar- 
chy, degree of task specialisation/complexity/for- 
malisation, degree of centralisation or decentral- 
isation. The assumptions underlying the 
structural-functional approach are then linked to 
relevant behavioural accounting research. 

Chapter 4 replicates the analysis undertaken in 
Chapter 3, but from the perspective of a conflict- 
pluralistic approach. The chapter begins with a cri- 
tique of the structural-functional approach, high- 
lighting the endemic nature of power and conflict 
in organisations, followed by a description of the 
conflict-pluralistic approach, which is presented as 
a political choice model for resource allocation 
decisions. A list of surrogate variables developed 
by previous researchers for proxying the role of 
power in organisations is then offered, which in- 
cludes: coalitions; information power; resource de- 
pendence; and leadership style. The chapter ends 
with an attempt to explicate the views of organi- 
sational decision-making under the conflict-plural- 
istic approach and their relevance to management 
control research. 

The last four chapters focus more specifically on 
_ resource-exchange processes and management ac- 
counting systems in organisations (particularly 
divisionalised companies). Chapter 5 paves the 
way for the following chapters by examining the 
relative availability of resources and capital budg- 
eting decisions. In this chapter, the concepts of 
slack and scarcity are examined and the discussion 
concludes with the (rather obvious) statement that 
the ‘perceived availability of resources, relative 
slack or scarcity, influences the resource allocation 
decisions processes in organizations’ (p. 104). 
Chapter 6 examines power control as resource 
exchange processes. A link is forged between be- 
havioural accounting and power control relations, 
before a discussion is presented of control as a re- 
source exchange process where four models are 
contrasted: the cooperative exchange model; the 
competitive exchange model; the distributive 
exchange model; and the unequal exchange model 
(all having been alluded to briefly in Chapter 2). 

Chapter 7 deals specifically with the application 
of the power control exchange framework to 
studying management accounting systems in divi- 
sionalised organisations. The chapter begins with 
a brief review of the literature on capital budgeting 
and resource allocation decisions, then proceeds to 
link the power control exchange process to the 
activities of divisionalised organisations. This 1s 
followed by an examination of the basis of power, 
where reference is made to divisional characteris- 
tics, sources of power, and rationale for resource 
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allocation decisions. The chapter concludes by dis- 
cussing control/influence in the resource allocation 
processes and the research implications of the 
power control exchange framework. 

Chapter 8 concludes the main part of the book 
by summarising the contributions of the sociolog- 
ical approaches to the study of management ac- 
counting systems and the research implications of 
the power control framework. 

There are two fairly lengthy appendices. Appen- 
dix A is a Table arranging in a chronological order 
a useful review of selected research on power and 
control in organisations, showing dependent and 
independent variables, unit of analysis, research 
design and major findings. Appendix B extends the 
application of the power control excharge frame- 
work of resource allocation decisions to other 
(apart from divisionalised) for-profit 
organisations. 

Given the sparcity of scholarly books that 
explicitly link power to organisation decision- 
making from a management accounting perspec- 
tive, this book is a useful addition to the field. The 
book is well written and clearly organised. It re- 
views a large body of literature, and prcvides sev- 
eral syntheses in a tabular form (in addition to the 
appendices) which should serve as a goad starting 
point for post-graduate students and researchers 
who are not familiar with the literature on power 
and resource dependency. The book does suffer, 
however, from self-indulgence and a pre-occupa- 
tion with the power control exchange framework. 
Some of the seminal work on power, fo- example 
the work of Steven Lukes (1974), is conspicuously 
absent. The book also fails to develop a critique 
of the power control exchange approack, in com- 
parison with radical approaches to the study of 
power (for a review see Clegg, 1988). It views 
power as a variable that can be simply and fully 
proxied via some metric that is then subjected to 
formal quantitative analysis. Readers looking for 
a more reflective study of power as it relates to 
management accounting will find the book rather 
disappointing. 
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International Investment—Value Creation and 
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This book is Adrian Buckley’s latest contribution 
to the field of international finance. One must nat- 
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urally ask how it differs from his previous texts. 
While the core of the book draws on many of the 
same concepts discussed in previous texts, the 
main differences seem to be in the intended audi- 
ence (the text is aimed more at the researcher, al- 
though students on relevant courses would 
undoubtedly benefit from the text as supplemen- 
tary reading material), and the adoption of a real 
options approach (the subtitle of the book) to 
international investment. 

The book aims to explore the impact of real op- 
erating options upon international capital invest- 
ment and appraisal, and to develop a theoretically- 
sound model of cross-boarder investment 
evaluation which is appropriate to the growing in- 
ternationalisation of business. 

The introductory chapter places the text in a re- 
search context, with an interesting, if rather 
lengthy, justification of the deductive approach 
adopted, and discussion of the nature of research 
and the main models of decision making. The tra- 
ditional capital budgeting model is then explored 
in rapid fashion, with evaluation, capital asset 
pricing and arbitrage pricing models covered very 
briefly. This early chapter appears somewhat un- 
balanced, half of it being devoted to tax systems 
and a complex, rigorous analysis of the theoretical 
shareholder value created by the tax shield on debt 
under the classical and imputation systems of cor- 
poration tax. 

This leads on to an introduction to real options 
and an extension to the international dimension. 
Buckley suggests that most international invest- 
ments have option-like features. There is a helpful 
discussion on the type of overseas option where a 
Black and Scholes methodology is most applica- 
ble. Interestingly, he argues that, given the B-S 
model requirements, a decision tree valuation 
method is more appropriate to most international 
investment situations. Buckley does not attempt to 
throw out traditional DCF, but argues for its 
refinement by incorporating a real options 
analysis. 

In estimating the cost of equity for international 
investments, extensive empirical evidence is con- 
sidered based on US, UK and other capital mar- 
kets for the equity risk premium. The international 
CAPM literature is then reviewed. The various 
theories seeking to explain the rationale for cor- 
porate expansion are summarised well with parti- 
cular focus on transaction cost, internalisation, 
product life cycle and eclectic theories. However, 
these theories are incomplete unless they recognise 
the benefits arising from growth, timing and other 
options linked to the value of flexibility. Buckley 
therefore introduces a real options theory explana- 
tion of foreign direct investment. The chapter on 
empirical studies of international investment 
appraisal provides an up-to-date review of the 
main research studies and discusses the additional 
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complexities found in international investments, 
differences between parent flows and project cash 
flows such as tax rate differences between host and 
how country, and exchange control restrictions. 

The book builds up to a discussion of inter- 
national investment appraisal with real options. 
This is a synthesis of much of the preceding chap- 
ters and incorporates the effect of real options 
within the international capital budgeting frame- 
work. It argues that value is added by creating 
flexibility through structuring investments in such 
a way as to confer an option element. 

Buckley suggests that poor performance by 
many international investments may result from a 
lack of coherent framework for making such 
decisions. This text provides a step in the right 
direction for the development of a more coherent 
framework. 


University of Bradford Richard Pike 


Making Up Accountants: the Organisational and 
Professional Socialisation of Trainee Chartered Ac- 
countants. F. Anderson-Gough, C. Grey and K. 
Robson. Ashgate Publishing Ltd (Aldershot, 1998). 
vi + 147pp. 


This monograph is an addition to the growing 
literature on the émployment experiences of ac- 
counting labour, focusing on the socialisation or 
‘making up’ of new recruits to the ranks of UK 
chartered accountants. It reports an example of in- 
terdisciplinary research in accounting, being firmly 
based in the discipline of sociology. As such it pro- 
vides a readily accessible contribution to the field 
of accounting studies that has emerged in recent 
years as a result of the progress of the interdisci- 
plinary, and subsequently the critical, accounting 
projects. 

In their research the authors set out to explore 
three broad theses in relation to the socialisation 
of chartered accountants. These are outlined in the 
introductory chapter of the text together with a 
brief discussion of their significance as a research 
topic, and the research design employed to pro- 
gress the study. 

The essence of the first thesis is that the soci- 
alisation process for trainee chartered accountants 
involves both formal and informal elements, with 
the latter playing a critical role in making up ac- 
countants. The second thesis is that organisational 
socialisation, i.e. into the firm, is of greater signifi- 
cance than professional socialisation, i.e. into the 
occupation. Thirdly, the authors speculate that 
within different organisations different socialisa- 
tion processes are operative, fragmenting further 
the role of the professional accountant. 

Chapter 2 provides a brief overview of the UK 
accountancy profession, before outlining some of 
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the main issues that underpin the sociology of the 
professions, particularly those of organisational 
and professional socialisation. It concludes with a 
section in which the authors discuss the findings 
of a number of extant studies of the socialisation 
of accountants. In Chapter 3 details are provided 
about the methodological foundations of the 
study, the two firms that were studied, the samples 
of trainees interviewed and some of the ethical is- 
sues involved in the study. There is also an ex- 
tended account of the mode of qualitative data 
analysis adopted by the researchers. 

Chapters 4, 5 and 6 report the findings in rela- 
tion to each of the three theses. The importance of 
developing a range of appropriate social skills is 
documented in Chapter 4. As the authors indicate 
in their conclusion to this chapter, while being 
technically competent is a necessary condition of 
be(com)ing a chartered accountant, it is not a 
sufficient condition. Professional socialisation be- 
gins at the recruitment stage when the right sort 
of trainees are identified. They are subsequently 
groomed in a variety of ways, not least in relation 
to dress codes and personal appearance, the inten- 
tion being to ensure that they are equipped with 
the appropriate repertoire of behaviours for the 
successful performance of their client-oriented 
role. The purpose of Chapter 5 is to explore the 
interplay between this general professional soci- 
alisation process and the process of organisational 
socialisation. What emerges are two interrelated 
observations which tell us much about the contem- 
porary profession of chartered accountancy. 

First, trainees are quite clear that what they are 
learning to be is professional rather than a profes- 
sional. Second, the majority of them view their 
qualification, both in a technical and a social 
sense, to be a passport to a successful career out- 
side of the profession. Consequently they are pre- 
pared to accept whatever their employing firms ask 
of them in terms of organisational socialisation, 
because they will emerge equipped with the neces- 
sary credentials for career progression beyond the 
profession. Loyalty, it appears, has been replaced 
by a hard-edged, instrumental orientation to the 
making up process. By comparison, Chapter 6 re- 
ports much less provocative findings. Although 
there are some differences in the ways in which the 
two firms socialise their recruits, and within firms 
different specialist groups exhibit a beneficial tend- 
ency to interact with each other, overall there is 
no real evidence of these contributing to the frag- 
mentation of the profession. In Chapter 7 the 
authors conclude by providing an overview of 
their study, conveniently listing their main findings 
in their final section. 
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Being familiar with the work of two of the 
authors, I had expected to find more of a theo- 
retical emphasis on display in this text. There is no 
real attempt to engage with some of the more criti- 
cal, labour process theory-based literature on ac- 
countants, nor with contributions from the various 
feminist perspectives. Instead, the authors have 
embraced a distinctly sociological perspective. In 
principle I have no difficulty with this, taking the 
view that the sociological turn has done much to 
enrich accounting research in recent years. My 
concern is that most of the sociology of the pro- 
fessions cited in the text is dated, raising the ques- 
tion of the existence and contribution of _ater work 
in this tradition. 

Lacking a more extensive theoretical content, 
the authors are heavily reliant on their empirical 
material. This is a deceptively long text in which 
the reported findings account for well over half the 
content. While I found these chapters to provide 
a wealth of interesting and provocative insights, 
and consequently read them very closely, at times 
I felt them to be laboured. More attention might 
have been paid to making the presentat:on of the 
findings a little more appealing to less committed 
readers. Given the observations about the instru- 
mentality of many chartered accounting trainees, 
and their perception of qualification as providing 
a passport into business, it would be interesting to 
know more about the socialisation of those char- 
tered accountants training outside of the profes- 
sion. A small-scale study of such individuals could 
have been incorporated into this research project 
without too much difficulty, and may have con- 
tributed much of value to readers. 

A more ambitious project would be one which 
compared the experiences of management ac- 
counting trainees with their chartered (and certi- 
fied) counterparts, Such a study would be truly 
mould-breaking, since to all intents and purposes, 
the sociology of the accountancy profession which 
I invoked at the beginning of this review is largely 
made up of studies of auditing trainees. If it tells 
us nothing else, this text suggests that it is time for 
researchers to expand their horizons too. 

In summary, this text makes a significant con- 
tribution to our understanding of the socialisation 
of aspiring accountants. As such it should be made 
compulsory reading for all parties to the account- 
ing education and training process. They will find 
much to fascinate, irritate and inspire them in its 
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Conference invite researchers from all areas of the social sciences to contribute papers. 
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accountability and identity; the changing organisation of the accounting profession; 
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knowledge and education. Three copies of completed papers should be sent to the 
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the IPA, are considering the possibility of holding a future conference outside 
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colloquium, be a reviewer andlor discussant, details of what to do next can be found at our 
website. 
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The relative forecast accuracy of UK 


brokers 


John Capstaff, Krishna Paudyal and William Rees* 


Abstract—In this study we examine whether there are differences in the accuracy of forecasts produced by brokers 
for a sample of almost 300,000 forecasts of the earnings per share of UK firms, over a period which spans accounting 
year ends from 1987-95. We report evidence of differential forecast accuracy which is contrary to much of the 
existing US research, in particular O’Brien (1985 and 1990). We use a forecast error that is controlled for the size 
of the firm being forecast, the industry to which the firm belongs, the accounting year being forecast, and the 
forecast horizon. There is evidence of short term persistence in the relative performance of the brokers across the 
full sample, and for some brokers there is evidence of forecast superiority over an extended period. We also find 
evidence that the relative accuracy of brokers differs between industries, which suggests that brokers tend to develop 
expertise in particular sectors. There are significant differences between brokers’ accuracy in seven of the 11] indus- 
tries in the sample, and in some industries there is evidence of persistently superior performance. Overall, these 
findings have implications for the construction of the earnings expectations proxies that are used in capital market 


research. 


1. Introduction 


In this paper we investigate whether there are dif- 
ferences in the accuracy of earnings forecasts pro- 
duced by different brokerage firms in the UK. A 
number of studies have investigated differential 
forecast accuracy, and these have produced mixed 
results. O’Brien was not able to find evidence of 
superior forecasting ability between random sam- 
ples of US brokers (1985), nor between analysts 
(1987 and 1990). Brown and Rozeff (1980) and 
Butler and Lang (1991) also found no evidence of 
superior forecasting ability. However, Stickel 
(1992) provided evidence that members of an elite 
group, the American Research Team, produced 
more accurate forecasts than other analysts. Sinha 
et al. (1997) reported differences in financial ana- 
lysts’ forecast accuracy contrary to the findings of 
O’Brien (1990). Evidence from the UK is limited. 
Taylor and Ward (1985) found some consistency 
in the relative performance of brokers over a three 
year period, whilst Atrill and McLaney (1987) 
found no significant difference between the aver- 
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bution of I/B/E/S Inc for providing earnings per share forecast 
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academic programme to encourage earnings expectations re- 
search. Correspondence should be addressed to John Capstaff, 
Department of Accounting and Finance, University of Strath- 
clyde, 100 Cathedral Street, Glasgow, G4 OLN. Tel. 0141 548 
3890 Fax. 0141 552 3547 E-mail: j.capstaff@strath.ac.uk The 
final version of this paper was accepted in May 1999. 


age ranking of brokers’ accuracy for forecasts of 
68 different firms made in one year. 

This research examines whether there are differ- 
ences in the average forecast accuracy of indivi- 
dual brokers in the UK using a sample of almost 
300,000 forecasts of the earnings per share for UK 
firms for accounting years ending in 1987-95. Dif- 
ferential forecast accuracy is investigated using a 
fixed effects model. This model controls for the 
effects on forecast accuracy of firm size, industry 
group, accounting year end, and forecast horizon. 
These are the variables that are commonly found 
to affect the accuracy of analysts’ forecasts (see 
Brown, 1993). The methodology is similar to that 
employed by O’Brien (1990) although the variables 
in her fixed effects model are not identical. We re- 
fer to the error term from our fixed effects model 
as the standardised forecast error (SFE). The SFE 
may be regarded as an abnormal forecast error. 
These abnormal errors are measured for each bro- 
ker and the persistence of the observed forecast 
performance is analysed from year to year. We 
find that there are clear differences between the 
forecast accuracy of various brokers. Out of the 
20 brokers examined, the best broker outper- 
formed the benchmark in all nine years while the 
two worst performers achieved this in only two out 
of nine years. 

There is also evidence of persistence in relative 
performance with an average year on year corre- 
lation in the performance measure of 0.468. These 
results contrast with those of O’Brien (1985), who 
was unable to distinguish between the forecast 
performance of brokers in the US. We also pro- 
vide evidence of differential forecast accuracy 
within individual industries. Our results show that 


; 


he most accurate forcasters tend to vary from in- 
lustry to industry. For example, the most accurate 
)yroker measured over the whole sample is the 
nost accurate in only one industry, whilst other 
ess accurate brokers overall perform better in 
yarticular industries. Our results have implications 
or the earnings expectations proxies that are used 
n capital market research. These may be improved 
xy overweighting the forecasts of persistently su- 
rior brokers when constructing a composite 
orecast. 

Access to a firm’s management appears to be a 
rucial part of the earnings forecasting process 
ised by brokers in the UK (Arnold and Moizer, 
984, Day, 1986, Pike et al., 1993). Its importance 
n the US is also apparent. Francis and Philbrick 
1993), Dugar and Nathan (1995), and Das et al. 
1998) all found an association between the en- 
lemic optimism in forecasts and the desire to gain 
iccess to management. In practice there will be a 
imit to the number of management relationships 
hat can be effectively cultivated and developed by 
L single broker. We therefore take the view that 
he importance of management access, and the 
ynergies associated with sector specialisation, will 
ead individual brokers to focus on specific indus- 
ry groups in developing expertise and special re- 
ationships. If so, one would expect to observe dif- 
erences in brokers’ performance both across and 
vithin industries. We note that Mikhail et al.’s 
1997) study of US analysts’ forecasts was not 
trongly supportive of industry specialisation ex- 
jJlaining forecast accuracy. However, the authors 
vere also aware that the lack of significance may 
ye due to the way in which the industry variable 
vas modelled in the regressions.! 

This research focuses on brokers rather than 
odividual analysts. Our primary aim is to assess 
vhether there are persistent differences in forecast 
iccuracy at any observable level, and the size and 
nanageability of the data set facilitates an investi- 
ration of brokers. We also believe it is the bro- 
‘erage firm with which policy and reputation are 
nore generally associated. Research on the 
nformation and methods used by analysts has 
ended to focus on the policies and procedures 
vithin brokerage firms (Arnold and Moizer, 1984, 
day, 1986, Pike et al., 1993). Publications such as 
he Investors Chronicle in the UK also tend to be 
yroker-oriented with regular features such as “Bro- 
cers Buy’ and ‘Brokers Sell’, and these are 
ypically linked with earnings forecasts. 

Interestingly, some of the above UK studies re- 
ort a variety of approaches to, inter alia, the for- 


1 The point is also made by the paper’s discussant, Jacob 
1997), who reasons that the time series design biases against 
inding significance for control variables. The low explanatory 
ower of industrial specialisation could be due to a lack of 
‘ariation in this variable. 
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mation of earnings forecasts. Differences in fore- 
cast methods between brokers could potentially 
explain differential forecast performance. Arnold 
and Moizer (1984) examined share appraisal meth- 
ods in six brokerage firms. One firm adopted a 
highly detailed analytical approach based on firms’ 
earnings records and other variables contained in 
income statements. These were combined with in- 
dustry and macro variables and fed into compu- 
terised models. The predictions of the models were 
then discussed with their contacts in firms. The 
authors referred to this as an ‘analytical’ ap- 
proach. The system in another brokerage firm was 
completely different. There were no systematic 
procedures and forecasts were based mainly on 
judgement and discussions with management. Fi- 
nancial reports were regarded as important but 
were examined less formally. This approach was 
described as ‘artistic’. 

The other four brokers in the study tended 
towards the analytical rather than the artistic, but 
were far less rigorous than the first broker dis- 
cussed. In all cases the importance of discussions 
with firms’ managers was emphasised. Differences 
in brokers’ procedures were confirmed by Day 
(1986). A partner or a senior analyst from 15 bro- 
kerage firms took part in her study. Analysts were 
aiming to forecast earnings for use in price-earn- 
ings ratio analysis. The methods ranged from for- 
mal and systematic to loose and informal. There 
was a greater tendency towards the informal, with 
experience of a company and close contact with 
management counting heavily. It is important to 
recognise the possible effects of different forecast 
methods on forecast performance,? although we 
cannot identify the procedures adopted by the bro- 
kers in our sample. Mikhail et al. (1997) found 
that analyst experience improved forecast 
accuracy. This may also be a factor explaining dif- 
ferential accuracy across brokers if some brokers 
employ more experienced analysts than others. 
Again, we cannot identify this within our sample. 

The remainder of the paper is organised as fol- 
lows. Section 2 provides a review of previous re- 
search. Section 3 presents the hypotheses to be 
tested and the research method employed. Section 


4 describes the data and Section 5 contains the 


results and discussion. Finally, our conclusions are 
in Section 6. 


2. Previous research 


The early studies of earnings forecasts were sum- 
marised in some detail by Brown (1993) and more 
informally by Schipper (1991). These studies have 
generally shown that analysts’ forecasts are more 


2 We are grateful to an anonymous referee for pointing out 
this possibility. Of course the survival prospects of a system- 
atically inferior forecast process will be limited. 
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accurate than the predictions of time series models 


of earnings. The research also suggests that fore- 


cast accuracy is conditional on the size of the firm 
whose earnings are being forecast, the industry 
sector in which the firm operates, across time as 
economic circumstances change, and the length of 
the forecast horizon. Another fairly general finding 
is that forecasts contain an optimistic bias. The 
accuracy of forecasts is an important consider- 
atión for market participants, and bias reduces 
accuracy. A systematic bias should be recognised 
by informed market participants and incorporated 
into expectations. Deliberate bias may therefore 
seem to be pointless, and accidental bias untenable 
in a rational market place. However, a number of 
possible explanations have been offered, and these 
may be summarised as processing a bias, strategic 
bias, and selection bias. 

De Bondt and Thaler (1985) suggested that 
earnings forecast errors are accidental and result 
from shortcomings in human information process- 
ing. This approach to explaining prediction bias 
was developed by Kahneman and Tversky (1979) 
and is due to an overweighting of short term fac- 
tors when forecasts are made. Forecasters report 
their true beliefs but they are biased due to a hu- 
man processing error. 

Strategic bias is intentional. Forecasters do not 
report their true beliefs but include an optimistic 
bias to gain favour with the managers of the firms 
being forecast. Francis and Philbrick (1993) pro- 
vided evidence that optimistic bias is driven by the 
desire to cultivate relationships with management, 
or in order to repair damaged relationships. Dugar 
and Nathan (1995) found that optimistic forecasts 
help to build and maintain client relationships. 
Das et al. (1998) argue that a biased forecast can 
be more accurate than an unbiased forecast. Bro- 
kers have incentives to seek information on firms 
whose earnings are difficult to predict, but not on 
firms whose earnings are largely predictable on the 
basis of publicly available information. Access to 
the managers of ‘low predictability’ firms may be 
facilitated by providing optimistic forecasts. The 
resultant biased forecasts contain better informa- 
tion than unbiased forecasts of ‘low predictability’ 
firms. The biased forecasts will be more accurate 
if the benefit of the incremental information dom- 
inates the bias. The authors find that optimistic 
bias is more pronounced in low predictability 
firms 


MeNichols and O’Brien (1997) provide evidence 
of a selection bias in forecasts. Their hypothesis is 
that analysts report their true beliefs but choose 
not to report when these are unfavourable. The 
observed distribution of forecasts is therefore trun- 
cated with only the favourable forecasts reaching 
the public domain. Hence, due to a ‘self-selection’ 
bias, forecasts appear to contain an optimistic 
bias. 
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UK evidence has also reported a systematic bias 
in forecasts (Capstaff et al., 1995, Hussain, 1996). 
Hussain (1996) found that the optimistic bias was 
greater when the firm being forecast was a client 
of the broker. This implies that broker status could 
also be a factor in explaining differential forecast 
performance. 

The most influential previous study on differ- 
ential forecast accuracy is O’Brien (1990). Using 
the full set of I/B/E/S earnings forecast data cov- 
ering nine industries over the period 1975-81, she 
found no evidence of persistent differences in the 
forecast accuracy of individual analysts. Using a 
minimum forecast horizon of 120 days, a fixed ef- 
fects model was employed to control for the im- 
pact on forecast error of analyst, firm and year. 
The analyst variables were not statistically signifi- 
cant in any of the nine industries. In an earlier 
study, O’Brien (1985) was unable to find evidence 
of systematic differences in the forecast perform- 
ance across a random sample of brokers. Other 
research in the area, notably Brown and Rozeff 
(1980), Butler and Lang (1991), and Stickel (1992), 
were also unable to report evidence of persistent 
differences in the forecast accuracy of individual 
analysts. Stickel (1992) does, however, report evi- 
dence that analysts who have gained membership 
of the Institutional Investor All-American Re- 
search Team produce more accurate forecasts than 
non-members. Over the period 1981 to 1985 All- 
Americans significantly outperformed other ana- 
lysts. These analysts do not demonstrate greater 
accuracy prior to joining the team, and accuracy 
diminishes before leaving the team. As member- 
ship lasts, on average, for only two years this is 
not strong evidence of the persistent superiority of 
individual analysts.’ Brown and Chen (1991) also 
found that an independently identified sample of 
reputable analysts produced more accurate fore- 
casts. Sinha et al. (1997) re-examined the issue of 
differential forecast accuracy in the light of the ex- 
tant evidence which was contrary to the ‘on the 
street’ perception that superior analysts do exist. 
First they replicated the analysis of O’Brien 
(1990)* and were able to confirm the finding of no 
persistent differences in the forecast accuracy of 
individual analysts. However, when they impose 
stricter controls for the impact of forecast recency 
they found significant evidence of differential fore- 
cast accuracy. i 

Sinha et al.’s (1997) evidence suggests that the 
best estimate of future earnings is provided by an- 
alysts with the most recent record of accurate fore- 


3 Sinha et al. (1997) also make this interpretation of Stickel’s 
(1992) results. 

4 The study does not perfectly replicate O’Brien (1990) as it 
covers the period 1984-90 as opposed to O’Brien’s 1975-82. 
However, the sample is of similar size and the almost consecu- 
tive time periods are of similar length. 
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casts. For the UK, Taylor and Ward (1985) exam- 
ined 3,700 forecasts of pre-tax profits made by 22 
brokers for 183 firms, and covering the period 
1980-83. This sample of forecasts was taken from 
the Earnings Guide. Points were awarded for rela- 
tively more accurate forecasts and the results 
indicated some consistency in the relative perform- 
ance of brokers. Atrill and McLaney (1987) also 
used forecasts of pre-tax profits from the Earnings 
Guide. They ranked the six most prolific brokers 
according to the accuracy of their forecasts of 68 
listed firms’ earnings in 1983. They found no sta- 
tistically significant differences in the rankings of 
the six brokers across these firms. 

Overall, the previous research points to certain 
characteristics regarding analysts’ earnings fore- 
casts that appear to be generally true. Analysts’ 
forecasts are generally more accurate than other 
predictions of earnings per share, but they tend to 
be optimistic. This optimism is frequently ex- 
plained by the desire to curry favour with manage- 
ment, and other evidence has shown the impor- 
tance to the forecast process of good relationships 
with management. Forecasts are more accurate for 
larger firms and over shorter forecast horizons. 
They tend to differ across industrial sectors and 
across time. Tests of relative accuracy have mostly 
been unable to distinguish between brokers’ or an- 
alysts’ forecast ability when investigating a sample 
drawn from the general population, although 
some evidence of differential forecast accuracy 
does exist. 


3. Hypotheses and research method 


This research differs from previous UK research 
in terms of having a large sample, a methodology 
which controls for the non-broker variables af- 
fecting accuracy, and a focus on different indus- 
tries. On the basis of previous research we know 
that forecast accuracy tends to be affected by firm 
size, industry group, the accounting year earnings 
being forecast, and the forecast horizon. In the ab- 
sence of matching forecasts we control for the im- 
pact of these variables when assessing the relative 
accuracy of brokers. Our first hypothesis is as 
follows: 


Hypothesis 1: There are significant differences 
between the forecast accuracy of brokerage firms; 
all other things being equal. 


A forecast error may be defined as: 


FE,= 4 E, (1) 
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or alternatively: 
FE,= = (2) 
P 
s 

The subscript f indicates a particular zorecast on 
the database irrespective of the forecasted firm, 
year end, broker, analyst or horizon. Equation (1) 
shows the forecast error FE, measured as the 
absolute value of the outcome A, minus the fore- 
cast F, Equation (2) is the absolute forecast error 
deflated by the share price at the time of the fore- 
cast, P. The error metric defined in equation (1) is 
identical to that used in O’Brien (1990) and Stickel 
(1992). Where forecasts are matched, as in 
Stickel’s work, it is not important to use a deflator 
as in equation (2). However, where brokers are 
compared using error metrics from different fore- 
casts, or of different firms, a broker’s mean error 
will be partly a function of the scale effect. We 
therefore test our hypotheses using the deflated er- 
ror metric, in equation (2). We choose to use share 
price at the time of forecast as the denominator. 
A number of papers scale by actual earnings but 
this has the disadvantage of generating outliers 
where the actual earnings are close to zero. This is 
less frequent where/ share price is used as the 
denominator. The use of share price as a deflator 
is not uncommon in earnings forecast research.‘ 
We report all our results based on the deflated er- 
ror metric, but there were no significant qualitative 
differences when the undeflated metric was used. 

The forecast error is standardised by collecting 
the error term from the following fixed effects 
model: 


FE,= A + B(MC,) + CND} + 
D'(YEAR) +E(HOR) +e, (3) 


FE, is the absolute forecast error from equation 
(2), MC, is the vector of market capitalisation 
dummy variables indicating in which firm size dec- 
ile the observation falls. IND, is the vector of 
dummy variables identifying in which of eleven in- 
dustry sectors the observation falls. Tne sectors 
used are the J/B/E/S standard sector groups. These 
are Finance, Health care, Consumer non-durables, 
Consumer services, Consumer durables, Energy, 
Transportation, Technology, Basic industries, 
Capital goods, and Public utilities. YEAR, is the 
vector of dummy variables identifying in which of 
nine calendar years, 1987-95, the accounting year 
end falls. HOR, is the vector of dummy variables 
identifying in which of twelve two-month forecast 
horizon groups the observation falls. The forecast 


> See for instance Brown et al. (1987), Mendenhall (1991), 
Philbrick and Ricks (19913, and Ali et al. (1992). 
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horizons used in the study range from 20 months 
before until 3 months after the accounting date 
(from +20 to — 3), split for this purpose into 20:19, 
18:17, and so on down to —2:—3. Forecasts con- 
tinue to occur after the accounting date because of 
the delay between the year end and the earnings 
announcement. 

A is the intercept in the regression, and B’, C, 
D’, and F are the vectors of estimated coefficients. 
The error term e, is zero mean, and it is also zero 
mean for any sub-sample segmented by any one 
of the four classification variables. However, it 
need not be zero mean for a sub-sample identified 
by more than one classification variable. For ex- 
ample, the mean error term for all 1995 cases is 
zero, as it is for all of the cases in a particular size 
decile. However it need not be zero for the sample 
of cases from, for example, the largest size decile 
in 1995. 

The error term from the fixed effects model is 
relabelled the standardised forecast error (SFE).° 
These are identified for each broker. A positive 
SFE indicates that the absolute forecast error is 
larger than the fixed effects model predicts and a 
negative error means it is smaller. A negative SFE 
can be roughly interpreted as indicating above av- 
erage forecast accuracy. 

Hypothesis 1 is then tested by conducting a one- 
way analysis of variance with the SFE as the de- 
pendent variable and the broker as the explanatory 
variable. We only use the brokers with the 20 larg- 
est samples of forecasts in our data set, and clas- 
sify all other cases as ‘others’. 

Once the relative forecast accuracy of brokers 1s 
assessed, we examined whether the relative fore- 
cast performance of brokers is persistent. This 
information 1s important for fund managers wish- 
ing to select more accurate forecasts for invest- 
ment decisions, and for capital market researchers 
seeking the best proxy for market expectations of 
earnings.” We therefore examine the persistence of 
earnings forecast accuracy. 


Hypothesis 2: There are persistent differences be- 
tween the forecast accuracy of brokerage firms, all 
other things being equal. 


We test this aspect of forecast accuracy by rank- 
ing. brokers by their mean SFE in each year and 
estimating Pearson and Spearman rank correla- 
tions year on year. The ‘others’ brokers group is 
eliminated from this test as are any broker/years 
with less than 50 cases. However, a correlation 


6 Alternatively this may be defined as average accuracy net 
of size, industry, year and forecast horizon effects, which is 
similar to a definition used by O’Brien (1990). Her fixed effects 
variables were not identical with ours. 

This latter point assumes the market successfully identifies 
the more accurate brokers and uses this information when for- 
mulating expectations. 
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coefficient may not be indicative of the existence 
of persistently superior brokers in a group of bro- 
kers if the relative performance of the majority of 
brokers is variable. We therefore also examine the 
data for this characteristic. 

A finding of persistent differences in forecast 
accuracy should enhance capital market research 
and investment selection. However, the most 
accurate brokers overall may not be the most 
accurate in different industries. Our contention is 
that brokers will tend to develop expertise in spe- 
cific industries. The desire of brokers to build 
significant relationships with firms’ managers is 
well documented. But there will be a limit to the 
number of management teams with which a single 
broker can cultivate effective relationships. The al- 
location of brokers’ resources to developing these 
relationships may also be influenced by the syn- 
ergies offered by industry specialisation. If indivi- 
dual brokers do in fact focus on specific industries 
in gaining access to management and developing 
expertise, this should result in observed differences 
in forecast accuracy across and within industries. 
We consider the following hypotheses. 


Hypothesis 3a: There are differences between the 
forecast accuracy of brokers within individual in- 
dustries, other things being equal. 


Hypothesis 3b: The relative performance of fore- 
casters varies between industries, other things being 
equal. 


Hypothesis 3c: There are persistent differences 
between the forecast accuracy of brokerage firms 
within individual industries, all other things being 
equal. 


To test these hypotheses we reestimated the 
fixed effects model omitting the industry dummy 
variables. This is shown in equation (4). 


FE,= A + B’(MC, + C’(YEAR,) + 
D(HOR,) +e, (4) 


FE, is the absolute forecast error from equation 
(2). The fixed effects variables have the same de- 
scriptions as for equation (3). MC, is the vector of 
market capitalisation dummy variables, YEAR, is 
the vector of dummy variables identifying the ac- 
counting year end, and HOR, is the vector of 
dummy variables identifying in which of 12 two- 
month forecast horizon groups the observation 
falls. A is the intercept in the regression, and P’, 
C, and D’ are the vectors of estimated coefficients. 
The error term e, is relabelled the standardised 
forecast error (SFE). The SFEs from this model 
are segmented by industry, and the relative 
accuracy of brokers in each industry is examined. 
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4. Data 


The data are taken from the individual and con- 
sensus historical data files of the Institutional Bro- 
kers Estimate System (I/B/E/S). I/B/E/S correct the 
earnings and forecast data for stock splits and 
other capital adjustments. The sample details are 
given in Table 1. For forecasts of UK firms’ earn- 
ings per share there are 306,144 cases where the 
forecast, outcome and share price are available. 

Of these, 30,004 have forecast horizons which 
are outside the 24-month window selected. Five 
more cases are classified as being in an industry 
sector of their own and the forecast error for a 
further 2,895 cases are treated as outliers. The out- 
liers are observations that are at the extreme, or 
detached from, the distribution of forecast errors. 
The rule applied was that any cases with forecast 
errors greater than the share price were eliminated. 
This elimination rule was simply based on visual 
inspection of the distribution of errors and is a 
cautious approach when compared to other studies 
of forecast error which often cull a much larger 
proportion of the sample. We therefore work with 
a sample of 273,240 cases. In a minority of these 
cases there is a missing data point for one of the 
five variables size, industry, year, horizon and bro- 
ker. When the data is segmented by any one of 
these variables, therefore, the total number of 
cases will be slightly less than 273,240. 


5. Results and discussion 


Table 2 reports the mean forecast errors when the 
data are segmented according to the market capi- 
talisation of the firm being forecast, the industry 
to which the firm belongs, the accounting year, 
and the forecast horizon. 

These results are consistent with earlier studies. 
Forecast errors are generally smaller for larger 
firms and over shorter forecast horizons. The fi- 
nance, transportation and capital goods sector ex- 


Table 1 
Sample details 
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hibit relatively large forecast errors, and health 
care, consumer non-durables and public utilities 
have somewhat lower errors. There is considerable 
dispersion in the mean forecast error between ac- 
counting years, with 1991 and 1992 containing 
relatively large errors. There are also differences in 
forecast accuracy when the sample is segmented by 
broker. These differences by broker are not ex- 
plained by differences in broker size as measured 
by the number of forecasts. The correlation be- 
tween number of forecasts and forecast error is not 
statistically significant, as reported at the foot of 
Table 2. 

The results in Table 2 indicate that the conclu- 
sions about differences in the forecast accuracy of 
brokers cannot be drawn without controlling for 
firm size, industry, year and forecast horizon. For 
example, the forecast for a large firm over a short 
horizon from one broker cannot be compared with 
a forecast for a small firm over a long horizon 
from another broker. When estimating the fixed 
effects equation, we find that the dummy variables 
for each dimension are collectively significant. In 
other words, if we repress the dummy variables 
identifying any one dimension such as industry 
sector, we find that the explanatory power of the 
model is significantly reduced. 

Table 3 reports the number of forecasts, the 
mean standardised forecast error (SFE) and its 
standard deviation, for the 20 largest brokers, and 
the remaining brokers are placed in the ‘others’ 
group. 

A negative mean SFE is interpreted as better 
than expected forecast performance. It occurs 
when the actual mean forecast error is less than 
that predicted by the model, i.e. it is the mean of 
actual less the fitted value from the standardising 
regression. Thus the best overall performance is 
recorded by Broker 9008 (— 0.0037) and the worst 
performance by Broker 9014 (0.00437). A one-way 
analysis of variance of the standardised errors by 
broker reveals significant differences im their 


This table records the number of forecasts m the sample. The sample is initially restricted to those cases for 
which I/B/E/S records actual earnings per share, forecasted earnings per share, year end date, forecast date, 
industry category and market capitalisation at the balance sheet date and for which the forecast horizon is in 
the range +20 to —3 months. Subsequent tests may impose further restrictions. 


Population 
Extreme horizons 
No sector 
*Outliers 

Total 


306,144 
30,004 
5 

2,895 
273,240 


*Our definition of outliers is explained in the text describing this table. 
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Table 2 
Descriptive statistics for the forecast error 


This table records the number of forecasts (N) and the mean forecast error (FError) for the sample 
segmented by market capitalisation of firm being forecast (deciles, 1 = smallest to 10 =largest), industry sector 
(defined below), the year of the accounting date, forecast horizons and broker. A simple one-way analysis of 
variance suggests that all five segmentations are statistically significant. The industry sectors are 1. Finance, 2. 
Health care, 3. Consumer non-durables, 4. Consumer services, 5. Consumer durables, 6. Energy, 7. 
Transportation, 8. Technology, 9. Basic industries, 10. Capital goods, and 11. Public utilities. 

The forecast error is defined as in equation (2): 


A— F 
FE;=| = ena & 
aS 


FE, is the forecast error which is the absolute value of the earnings outcome A, minus the forecast F» The 
forecast error is deflated by share price, P,. The subscript f indicates a particular forecast on the database 
irrespective of the forecasted firm, year end, broker, analyst or horizon. 


Capitalisation Industry sector Accounting year Forecast horizon 
(size of firm) 
Mean Mean Mean Mean 
N FError N FError N Ferror N FError 
1 26566 0.0678 1 36754 0.0434 87 3766 0.0131 = 3 == 2 18629 0.0142 
2 27042 0.421 2 8893 0.0164 88 20112 0.0135 — 1,0 19498 0.0183 
3 27181 0.0362 3 33623 0.0188 89 33617 0.0216 +1,+2 26615 0.0216 
4 27296 0.0318 4 57094 00315 90 36220 0.0361 +3,+4 27266 0.0243 
5 27251 0.0299 5 4768 0.0251 91 38594 0.0509 +5,+6 19885 0.0308 
6 27246 0.0249 6 10297 0.0286 92 41612 0.0470 +7,+8 36218 0.0296 
7 27292 0.0249 7 3308 0.0337 93 42741 0.0313 +9,+10 25662 0.0341 
8 27322 0.0244 8 10086 0.0270 94 37037 0.0208 +11,+12 17503 0.0406 
9 27332 0.0299 9 35237 0.0239 95 17180 00157 +13,+14 21692 0.0428 
10 23931 0.0144 10 61570 0.0445 +15,+16 22096 0.0422 
Jl 9245 0.0113 +17,+18 15766 0.0476 
+19,+20 20049 0.0453 
F-test 1114.52 F-test 567.18 F-test 1093.65 F-test 489.63 
p-value 0.000 p-value 0.000 p-value 0.000 p-value 0.000 
I Brokers 9001 to 9020=20 brokers with most forecasts 9999 = others 
Broker N Mean Broker N Mean Broker N Mean 
FError FError FError 
9001 23882 0.0364 9008 14761 0.0276 9015 5305 0.0410 
9002 19874 0.0358 9009 14023 0.0359 9016 4289 0.0352 
9003 18534 0.0369 9010 9908 0.0268 9017 4312 0.0299 
9004 18738 0.0309 9011 9390 0.0284 9018 4426 0.0293 
9005 17859 0.0297 9012 7176 0.0304 9019 4126 0.0247 
9006 17449 0.0338 9013 6885 0.0311 9020 3861 0.0228 
9007 16702 0.0365 9014 5774 0.0382 9999 43505 0.0267 


F-test 48.61 p-value 0.000 
Correlation between the number of forecasts (N) and the Mean Forecast Error 
Pearson 0.328 (p=0.158) Spearman 0.368 (p=0.11) 
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Table 3 
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Analysis of standardised forecast error segmented by broker 


This table reports the number of forecasts, and the mean and standard deviation of the standardised forecast 
errors. The standardised forecast error (SFE) is the error term from the fixed effects model specified in 


equation (3): 


FE,;= A+B(MC,)+CUND,)+D’(YEAR)+E (HOR)+e, 


Where FE, is the forecast error, MC, is a vector of market capitalisation dummy variables, IND, is a vector 
of industry sector dummy variables, YEAR, is a vector of accounting year end dummy variables, and HOR, 
is a vector of dummy variables indicating the time of the forecast. The subscript f indicates a particular 
forecast on the database irrespective of the forecasted firm, year end, broker, analyst or horizon. 

The explanatory power of the broker segmentation is assessed using a one-way analysis of variance. 


Broker Forecasts Mean Standard deviation Rank 
9001 23451 0.00066 0.07299 13 
9002 19585 — 0.00032 0.07032 1] 
9003 18458 0.00141 0.07654 17 
9004 18514 — 0 .00233 0.06064 2 
9005 17646 — 0.00198 0.06116 4 
9006 17234 — 0.00101 0.06569 6 
9007 16634 — 0.00089 0.06915 8 
9008 14421 — 0.00370 0.07119 1 
9009 13892 0.00179 0.7388 18 
9010 9845 ~~ 0.00092 0.05475 7 
9011 9302 0.00017 0.06387 2 
9012 7128 0.00134 0.06189 16 
9013 6803 0.00392 0.06052 20 
9014 5679 0.00437 0.07303 21 
9015 5278 0.00309 0.08199 19 
9016 4357 0.00121 0.06330 15 
9017 4162 — 0.00044 0.05914 9 
9018 4246 — 0.00040 0.05360 10 
9019 9019 — 0.00200 0.04825 3 
9020 3715 ~~ 0.00142 0.04386 5 
Others 43043 0.00105 0.05775 14 
ANOVA statistics F-test =9.88 p-value = 0.0000 


performance as measured by our approach. We 
are therefore able to reject the null hypothesis (1) 
of no difference between the accuracy of brokers’ 
forecasts. This is in contrast with O’Brien’s (1985) 
comparison of the relative accuracy of brokers’ 
forecasts in the US. As might be expected, the 
SFEs in Table 3 are significantly correlated with 
the mean forecast errors reported in Table 2.8 
However, it is clear from the F-statistics in Table 
2 that differences in forecast accuracy are partially 
driven by size, industry, year and horizon. Con- 
trolling for these factors should therefore provide 
a more transparent and reliable measure of relative 
forecast accuracy. 

Our first examination of the persistence of dif- 
ferential forecast accuracy is illustrative. We sim- 


8 Pearson correlation = 0.57 (p = 0.007). Spearman rank 
correlation = 0.61 (p = 0.003). 


ply record the number of years during the period 
studied in which each broker ‘outperforms the 
benchmark’. Table 4 records the mean standard- 
ised forecast error for each broker year on year, 
but it excludes any broker/year in which there were 
fewer than 50 forecasts. 

A broker with a negative SFE is deemed to have 
outperformed the benchmark, as this reflects a 
more accurate forecast than would have been ex- 
pected given firm size, industry, year and forecast 
horizon. This is tabulated in the last column of 
Table 4. On this basis one broker (9008) outper- 
forms in nine out of nine years whereas two (9013, 
9014) fail to reach the benchmark in seven out of 
nine years. Table 5 reports the rankings of brokers 
in each year. 

Tables 4 and 5 provide some evidence of persist- 
ence in that consistently superior performance can 
be identified, e.g. brokers 9004 and 9008. The 
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Table 5 
Forecast accuracy: Ranking of brokers in each year, 1987 to 1995 


1987 1988 1989 1990 1991 1992 193 


12 7 12 
5 13 
13 8 
2 2 
6 4 
14 6 
18 5 

l 

10 

12 





Table 6 
Correlation statistics for annual performance measure 


This table records the correlation between the assessed performance of each broker in each year and their 
performance in the subsequent year. The results exclude the influence of any broker/year with less than 50 
forecasts, so the sample of brokers may not be identical in every year. Panel one is based on Pearson 
correlations and panel two on Spearman rank correlations. 


Pearson correlations 


1988 1989 1990 199] 1992 1993 1994 
1989 0.659* 
1990 0.301 0.485f Average year on year correlation = 0.468 
1991 0.098 0.093 0.632* 
1992 — 0.081 0.108 — 0.089 — 0.225 
1993 — 0.050 0.130 0.158 0.145 0.544t 
1994 == 0.172 0.079 0.124 0.154 0.629* 0.664* 
1995 — 0,166 — 0.049 — 0.049 0.026 0.176 0.170 0.515t 
Spearman rank correlations 
1988 1989 1990 199] 1992 1993 1994 
1989 0.644* 
1990 0.411} 0.358 
1991 0.005 — 0.059 0.656* 
1992 0.227 0.175 0.113 0.064 
1993 0.080 0.061 0.173 0.199 0.574T 
1994 0.186 0.229 0.230 0.076 0.554f 0.608* 
1995 0.180 = 0.225 — 0.050 — 0.107 0.093 — 0.025 0.385 


*significant at the 1% level 
tsignificant at the 5% level 
tsignificant at the 10% level 
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overall persistence of relative forecast accuracy 1s 
assessed more formally with correlation statistics. 
. These are reported in Table 6. 

The mean standardised forecast errors of the 20 
brokers by year are correlated using both Pearson 
and Spearman rank correlation statistics. Since the 
number of brokers is small the correlation coeffi- 
cients have to be quite large to be significant. The 
Pearson correlations from one year to the next are 
all positive and statistically significant apart from 
1990 to 1991. A simple average of these statistics 
is 0.468. These findings are generally confirmed by 
the rank correlation. We also pool the sample and 
correlate each broker’s mean SFE for each year 
with their performance in the following year. The 
Pearson correlation is 0.206 and significant at the 
1% level. We therefore conclude there is a signifi- 
cant persistence in year on year forecast perform- 
ance and reject the null hypothesis (2) that forecast 
performance in one year has no predictive content 
for the subsequent year’s results. However, this 
predictive content appears to be shortlived. If the 
one-year correlations are ignored, then of the re- 
maining 21 cells only one of the Pearson and two 
of the Spearman coefficients are positive and 
significant. 

The correlation statistics indicate that the 
persistence of the relative accuracy of brokers is 
shortlived. This does not mean, however, that 
there are no brokers who are superior over longer 
periods. Tables 4 and 5 suggest that this may be 
the case with broker 9008. Consistently superior 
performance of individual brokers is not to be re- 
vealed in correlation statistics if the relative 
performance of the remaining brokers is highly 
variable. We therefore look more closely at indivi- 
dual broker performance, in particular by exam- 
ining the relative performance of brokers in differ- 
ent industries. 


5.1. Analysis by industry 

The broker rankings in Tables 3 and 5 are based 
on the mean SFE over the full sample. However, 
the brokers with the highest overall rankings may 
not also be the most highly ranked in specific in- 
dustries. While individual brokers may provide 
forecasts for a large number of different firms, they 
may well have expertise in particular industries. 
There are obvious synergies to such a strategy. 
Also, brokers cannot realistically cultivate effective 
management relationships with all the firms being 
forecast. Industry expertise is not revealed by the 
overall accuracy of brokers. A broker with a lower 
overall ranking than another broker may outper- 
form that broker in a specific industry. 

The I/B/E/S database specifies 11 industry 
groups. Our earlier results have shown that bro- 
kers’ forecasts differ across industries. We now in- 
vestigate whether there are differences between 
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brokers within industries using the fixed effects 
model in equation (4) which adjusts for firm size, 
accounting year and forecast horizon. The stan- 
dardised forecast errors (SFEs) from the model are 
segmented by industry. Using a one-way analysis 
of variance, we found statistically significant dif- 


_ferences between the mean SFEs of brokers in 


seven of the 11 industries. These are reported in 
Table 7, which shows the mean SFEs and the 
rankings of brokers in each of these seven indus- 
tries. The full sample statistics are also shown. 

We are able to reject the null hypothesis (3a) of 
no differences in the relative accuracy of brokers 
within individual industries, although this did not 
extend to all the industries in the sample. The re- 
sults in Table 7 have some interesting features. The 
most accurate broker overall (9008) is the most 
accurate only in the capital goods industry. This 
broker performs well in most other industries but 
is not the most accurate. Brokers who have high 
overall rankings tend to be highly ranked in one 
or more industries, but not in all of them. Also, 
there are brokers whose overall rankings are rela- 
tively poor but have high rankings in particular 
industries. Brokers 9012 and 9018 are examples of 
this. Out of the 20 brokers studied 16 have a top 
3 ranking in at least one industry, and no broker 
fails to get into the top 6 in at least one industry. 
This evidence is consistent with rejection of the 
null hypothesis (3b) that the superior forecasters 
vary between industries, and is consistent with the 
view that brokers tend to develop expertise in spe- 
cific sectors. Researchers and investors seeking the 
best proxies for market expectations should there- 
fore differentiate between brokers across 
industries. 

By definition, the top ranked brokers in an in- 
dustry will have produced relatively superior 
performance for at least part of the period studied, 
but this is not necessarily indicative of persistence 
over time. We therefore examined broker perform- 
ance year by year in each industry. There were 
seven industries where the differences between bro- 
kers’ forecast accuracy were statistically signifi- 
cant. For each of these industries we measured the 
SFEs and ranked the brokers year by year. The 
evidence from these industries is mixed.° In three 
industries, capital goods, consumer services and 
basic industries, there is strong evidence of year on 
year persistence in the correlation statistics. In the 
remaining four industries the significant correla- 
tions are scattered unsystematically across the 
years and in several cases they are negative. Hence 
the evidence from some industries is consistent 
with the overall finding of short term persistence 
in brokers’ relative forecast accuracy. However, 
there is persistence over longer periods for 


9 The detailed statistics are not reported but are available on 
request. 
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independently identified brokers in some of these 
industries. To be useful for capital market research 
and for investment analysis it is persistence in fore- 
cast accuracy that is paramount. Therefore, it is 
important to identify any brokers with this regu- 
larity. In six out of the seven industries there is 
evidence that some brokers are persistently more 
accurate than others. These were brokers with at 
least four successive years as one of the top five 
forecasters. The forecast performance of brokers 
in the finance industry, however, was somewhat 
erratic over the years. We are able to reject the 
null hypothesis (3c) of no persistence in the relative 
accuracy of brokers’ forecasts within individual in- 
dustries, but this does not apply to all industries. 

The results suggest that composite forecasts that 
are used to mimic market expectations can be im- 
proved by overweighting the forecasts of superior 
brokers. The superior brokers differ between in- 
dustries, although evidence of persistent superior- 
ity does not exist in all industries. In most cases 
we found that persistence is shortlived, which sug- 
gests that the ex ante identification of superior 
brokers should be based largely on current 
performance. The results of this research indicate 
that overweighting the forecasts of some brokers 
is likely to improve a composite forecast, but they 
do not provide a precise formula for this weight- 
ing. This remains a matter of judgement. 


6. Conclusion 


This research has examined a large sample of 
individual earnings per share forecasts by brokers 
in the UK covering the period 1987-95. The errors 
in brokers’ forecasts of firms’ earnings per share 
are adjusted for the effects of some of the variables 
that are known to affect accuracy. These are the 
size of the firm being forecast, the industry to 
which the firm belongs, the accounting year being 
forecast, and the forecast horizon. The results 
show that there are distinct differences in forecast 
accuracy across the 20 brokerage firms examined, 
and this differential performance normally persists 
for at least one year. These results contrast with 
most of the US research, but are consistent with 
the results for analysts recently reported by Sinha 
et al. (1997). We were also able to identify indivi- 
dual brokers with superior performance which per- 
sisted for more than one year, while other brokers 
were consistently less accurate. 

The finding of differential performance across 
the whole sample was not indicative of who are 
the best forecasters in every industry. The most 
accurate brokers overall were found to be highly 
ranked in at least one industry, but not in all in- 
dustries. Brokers with middle or low overall rank- 
ings produced highly ranked forecasts in specific 
industries. This is consistent with the view that dif- 
ferent brokers have expertise in different industrial 
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sectors, and this expertise is reflected in the 
accuracy of their forecasts. Evidence of differential 
forecast accuracy, and its persistence over time, 
was found in some industries. Knowledge of dif- 
ferential forecast accuracy is important informa- 
tion for capital market researchers for improving 
the composite earnings forecast that is used as a 
surrogate for market expectations. This research 
has provided some evidence of persistent differ- 
ences in the accuracy of forecasts produced by 
individual brokers. Future research might fruit- 
fully focus on individual analysts and on specific 
firms. 
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Determinants of audit report lag: further 
evidence from Hong Kong 


Bikki Jaggi and Judy Tsui* 


Abstract—This study examines whether the audit report lag (ARL) of Hong Kong companies is associated with 
auditor business risk and audit firm technology. The study is based on a sample of 393 Hong Kong companies for 
the 1991-1993 period. Financial condition and family ownership/contro] of a company are used as proxies for 
auditor business risk, and the structured/unstructured audit approach is used as a proxy for audit firm technology. 
Other variables, such as the number of subsidiaries, nature of client's business, company size, unexpected positive 
earnings news and nature of audit opinion, are included as control variables. Regression results show that there is 
a positive association between the audit report lag and the financial risk index for Hong Kong companies, suggesting 
that companies with a weak financial condition are associated with longer audit delays. The results also show that 
companies audited by audit firms using the structured audit approach have longer audit delays. The findings on 
the association between ARL and the company’s family ownership and control suggest that family-owned/controlled 
companies may have shorter audit delays, though the results are statistically not significant. Larger companies 


appear to provide motivation for shorter audit delays. 


1. Introduction 


The timeliness of audit reports is considered to be 
important because it affects the timeliness of fi- 
nancial statements which convey financial 
information to investors (for example, see Dopuch 
et al., 1986; Field and Wilkins 1991; Loudder et 
al., 1992). Timely disclosure of financial informa- 
tion through audited financial statements plays an 
important role in reducing the asymmetric dissem- 
ination of financial information (for example, see 
Statement of Financial Accounting Concepts No. 
2, 1980). The timeliness of audit reports, however, 
is influenced by a number of factors. An under- 
standing of these factors can assist in improving 
the audit planning process and in enhancing the 
efficiency of audit work (for example, see Newton 
and Ashton 1989; Bamber et al., 1993). In addi- 
tion, an analysis of these factors may also help 
investors to understand the causes of delays in au- 
dit reports. A number of studies have been con- 
ducted in economically developed countries, such 
as the US, Canada and the UK. (Ashton et al., 
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1987; Carslaw and Kaplan 1991; Bamber et al., 
1993) to examine the determinants of audit delays. 
With increasing globalisation of trade and rapid 
development of international capital markets, 
there is a need to have a better understanding of 
the determinants of audit report lag in the newly 
developed countries.! 

Recently, Ng and Tai (1994) examined the de- 
terminants of audit delays for Hong Kong com- 
panies. Their study, however, suffered from an 
omitted variables problem and the lack of a 
comprehensive empirical framework. It omitted 
two important variables, namely auditor business 
risk and audit firm technology, which were con- 
sidered to be significant for ARL (for example, see 
Bamber et al.’s [1993] study). This study examines 
whether auditor business risk and audit firm tech- 
nology would affect the audit report lag of Hong 
Kong companies. 

Auditor business risk for US companies is prox- 
ied by the company’s financial condition and own- 
ership concentration, and audit firm technology is 
reflected by the audit approach, structured or un- 
structured (Bamber et al., 1993). Unlike US com- 
panies, the ownership of Hong Kong companies is 
not widely dispersed. Therefore, the variable of 
ownership concentration used for US companies 
will not be meaningful in Hong Kong. Instead, the 
most appropriate variable for Hong Kong com- 


1 Given the pivotal position of Hong Kong capital markets, 
an understanding of audit report lag of Hong Kong companies 
in particular will provide useful information to investors, 
especially international investors. 
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panies will be family ownership and control since 
31% of Hong Kong companies in our sample of 
393 are family-owned/controlled. Consistent with 
the principal agent theory and corporate control 
literature (Jensen and Meckling, 1976), auditors’ 
exposure will be limited for family-owned/con- 
trolled companies which will reduce their business 
risk, ceteris paribus.” Thus, audit report lag can be 
expected to be shorter for family-owned and con- 
trolled Hong Kong companies. With regard to the 
impact of the company’s financial condition on au- 
dit delays, financially weak companies can be ex- 
pected to be associated with longer audit delays 
(Bamber et al., 1993). The use of structured and 
unstructured audit approach? suggests that audit 
report lag can be expected to be longer for audits 
conducted using the structured audit approach. 
We expect that audit delays for Hong Kong com- 
panies will also be longer when a structured audit 
approach is used. 

In addition to auditor business risk and audit 
firm technology, the comprehensive ARL model, 
developed by Bamber et al. (1993), includes a 
number of other factors in the analysis. These fac- 
tors are classified into the following three groups: 
(1) the extent of audit work required, namely audit 
complexity, (2) audit firm technology, and (3) in- 
centives for timely reporting. These factors are in- 
cluded in our analysis as control variables. 

The results show that financially weak com- 
panies exhibit longer audit delays than financially 
strong companies, and that the structured audit 
approach is associated with comparatively longer 
audit delays than the unstructured audit approach 
for Hong Kong companies. Our findings, however, 
do not fully support the hypothesis that family- 
owned/controlled companies* are associated with 
shorter audit delays. Results on the control vari- 
ables show that larger companies are associated 
with shorter audit delays and that industrial com- 
panies are found to experience longer audit delays. 
The results, however, do not support the findings 
of the earlier study (Ng and Tai, 1994) that audit 
complexity, proxied by the number of subsidiaries 
of the client company, will be associated with 
longer audit delays. 

The remainder of the paper is structured as fol- 
lows: Section two provides a brief review of prior 
research. Research hypotheses are developed in 
Section three, and research method is presented in 
Section four. Section five contains results, and Sec- 


2 Agency problems, however, may also be created by other 
factors such as leverage. 

3 See Bamber et al. (1993) for a more detailed discussion of 
divergent viewpoints. 

4 As explained later in the section on the Measurement of 
Variables, data on family ownership percentage cannot be 
reliably obtained because of the interlocking probin and hier- 
archical ownership structure. 
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tion six presents a discussion of results and 
conclusions. 


2. Prior research 


Several studies have been conducted to examine 
audit delays for companies in the economically 
developed countries, such as the US, Canada and 
the UK. Earlier studies examined the impact of 
selected company characteristics on ARL using 
univariate tests. Company size was found to be 
negatively associated with ARL (e.g. Courtis, 
1976; Davis and Whittred, 1980). Courtis (1976) 
also reported that financial companies had com- 
paratively shorter audit delays. Garsombke (1981) 
detected audit delays for US companies using Jan- 
uary through March as year-end. Whittred’s 
(1980) study found that companies receiving quali- 
fied audit opinions were associated with longer au- 
dit delays. 

In view of mconclusive findings of univariate 
studies, multivariate tests were conducted on the 
association between ARL and company character- 
istics. Ashton et al. (1987) conducted the first 
study on a sample of 488 US companies audited 
by Peat Marwick Mitchell and Company (now 
KPMG) during 1981-82. Their results indicated 
that ARL was significantly associated with reve- 
nues, audit complexity, internal control quality, 
the mix of interim and final work, and whether the 
company was publicly traded. 

In a later study, based on 465 Canadian com- 
panies for the 1977-1982 period, Ashton et al. 
(1989) found that ARL was associated with the 
client’s industry, type of audit opinion, reporting 
of extraordinary items, and the sign of net profit 
for the year. Three additional variables, namely 
total assets, client’s financial year-end, and audit 
firm size were found to be significant for some 
years of the study. 

Carslaw and Kaplan (1991) used a sample of 
New Zealand companies for 1987 and 1988 to ex- 
amine the effects of seven variables on ARL. These 
variables, adopted from the Ashton et al. (1989) 
study, included total assets, client industry, the 
sign of net profit, extraordinary items, type of au- 
dit opinion, financial year-end and audit firm size. 
The results indicated that the variables of total as- 
sets and the sign of net profit were significantly 
associated with ARL for both years. In addition, 
client industry, reporting of extraordinary items, 
company control and debt proportions were found 
to have significant association with ARL for a sin- 
gle year. 

More recently, Bamber et al. (1993) developed 
a comprehensive ARL model to examine the im- 
pact of different variables on audit delays for a 
sample of US companies. The model covers three 
important dimensions of audit work: (1) extent of 
audit work required, (2) incentives for timely re- 
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porting, and (3) audit firm technology. The extent 
of audit work required consists of three factors, 
namely auditor business nsk, audit complexity and 
other work-related factors. Incentives for timely 
audit reports consist of company size and earnings 
news, and the audit firm technology refers to the 
structured or unstructured audit approach. Bam- 


ber et al.’s (1993) results indicated that ARL was — 


an increasing function of factors affecting the au- 
dit work, which related to auditor business risk 
(proxied by concentration of client ownership and 
client’s financial condition), audit complexity 
(proxied by client industry), and other work-re- 
lated factors (proxied by extraordinary items, net 
losses, and qualified audit opinions). The results 
also suggested that incentives for a timely audit 
report could decrease the ARL. Additionally, 
structured audit firms took a longer time to audit. 
The determinants of ARL for Hong Kong com- 
panies have been examined by Ng and Tai (1994). 
Based on data for two years, their study indicated 
that only company size and degree of diversifica- 
tion were significantly associated with ARL. 
Extraordinary items and financial year-end were 
also found to be associated with ARL for a single 
year only. However, their study suffered from an 
omitted variables problem. It did not include two 
variables, namely auditor business risk and audit 
firm technology, identified by Bamber et al. (1993), 
which were found to significantly affect ARL. This 
study, therefore, examines whether ARL is asso- 
ciated with auditor business risk (proxied by fi- 
nancial condition and family ownership and con- 
trol) and with audit firm technology within the 
framework of a comprehensive ARL model 
developed by Bamber et al. (1993). The results of 
this study will also indicate whether the inclusion 
of auditor business risk and audit firm technology 
will have an impact on the association between 
ARL and other company characteristics as 
indicated by Ng and Tai’s (1994) findings. 


3. Hypotheses 


3.1, Financial condition 

It has been argued that companies with a 
weaker financial condition are likely to expose au- 
ditors to greater audit risk (Arens and Loebbecke, 
1991). There is ample empirical evidence to suggest 
that companies with weaker financial condition are 
more likely to provide optimistic information in 
financial statements, and some of these companies 
could experience failure at a later date (Palmrose, 
. 1987; Kinney and McDaniel, 1989). Therefore, au- 
ditors are expected to react to the additional audit 
risk associated with the company’s weak financial 
condition by increasing the level of audit efforts 
(Pratt and Stice, 1994). Thus, the audit work re- 
quired is likely to be more detailed, and it would 
take a comparatively longer time to complete. This 
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expectation is tested using the following 
hypothesis: 


Hi: There is a positive association between 
ARL and the financial risk index of a 
company, meaning that the higher risk 
index, the longer the ARL. 


3.2. Family ownership and control 

According to agency theory and corporate con- 
trol literature, a broad-based ownership of com- 
panies increases the auditor’s work because a large 
number of investors with diverse interests will be 
relying on the client’s audited financial statements 
(e.g., see Arens and Loebbecke, 1991; Jensen and 
Meckling, 1976). Auditors will have a much 
broader risk exposure which could lead to litiga- 
tion. Conversely, it can be argued that the audi- 
tor’s business risk will be limited if the company 
is family-owned and controlled, because the audi- 
tor’s exposure is primarily limited to investors who 
have inside information. The family-owned and 
controlled companies, therefore, could be expected 
to have comparatively shorter ARL, and this ex- 
pectation is tested using the following hypothesis: 


H2: There is a negative association between 
ARL and family ownership/control of 
Hong Kong companies, meaning that 
family-owned!controlled companies will 
have shorter ARL. 


3.3. Audit firm technology 

Bamber et al. (1993) evaluated divergent view- 
points on the association between ARL and audit 
firm technology, and found conflicting evidence 
with regard to costs and benefits of the structured 
audit approach and the impact of audit firm tech- 
nology on ARL.’ After evaluating different argu- 
ments over the controversy of structured versus 
unstructured audit approach, they concluded that 
‘the weight of the theory and evidence cited above 
suggests that clients of structured audit firms will 
likely experience longer total audit report lag than 
clients of unstructured audit firms, on average’ 
(Bamber et al., 1993). The findings of their study 
provided the evidence that the structured audit ap- 
proach is associated with a longer ARL. Based on 
this evidence, the structured audit approach for 
Hong Kong companies can also be expected to be 
associated with a comparatively longer ARL. This 
expectation is tested using the following 
hypothesis: 


H3: There is a positive association between 
ARL and structured audit approach, 
meaning that the structured audit ap- 


5 For different viewpoints, see Mullarkey (1984); Dirsmith 
and Haskins (1991); Sullivan (1994). 
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proach will result in a longer ARL as 
compared to the unstructured audit 
approach. 


4. Research method 


4.1. Data collection 

This study covers a three-year period from 1991 
to 1993. All Hong Kong companies are screened 
on the basis of the following criteria: (i) avail- 
ability of financial statements for the study period 
for calculation of ARL by manually extracting the 
audit report date from the financial statements, 
and (ii) availability of data for all independent and 
control variables from the Global Vantage data- 
base.® As a result of this screening process, the to- 
tal sample consists of 393 observations. The num- 
ber of sample companies by year and industry are 
given in Table 1. 


6 Global Vantage database contains detailed information for 
more than 11,000 companies from 70 countries representing 
Europe, Asia, the Pacific Rim, America, Africa, and the Middle 
East, along with a wealth of market data for local market in- 
dexes and world currencies. The Global Vantage database was 
selected over the PACAP database because the former con- 
tained more companies at the time of study and had compara- 
tively fewer missing values for variables used in this study. 


Table 1 
Number of sample observations by year and by industry 


Panel A: Sample selection 
Global Vantage database 


1991 
1992 
1993 

After excluding missing data 
1991 
1992 
1993 

Panel B: By industry 

Industry 

Financial 

Manufacturing 

Property and hotel 

Utilities 

Transportation and communication 

Wholesale and retail 


Services and others 
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4.2. Research design 

The association between the dependent variable 
of ARL and independent variables of family own- 
ership/contro], company’s financial condition and 
audit firm technology is examined by including a 
number of other relevant company-specific char- 
acteristics as control variables. Based on the find- 
ings of prior studies, the following were included 
in the study: the extent of audit work required in 
terms of audit complexity, other work-related fac- 
tors, and incentives for timely reporting. Audit 
complexity is proxied by the lines of business and 
the nature of the client’s business, as used in the 
Bamber et al. model (1993). Since Hong Kong ac- 
counting regulations do not require segmental re- 
porting as required in the US, the number of sub- 
sidiaries is used as a proxy for the client’s lines of 
business.’ To examine the impact of the nature of 
the client’s business, companies are divided into 
industrials and non-industrials. The cther work- 
related factors include extraordinary items, loss re- 
ported by the companies and the nature of audit 
opinion. The incentives for timely audit reports are 


7 This proxy was also used in the earlier study en Hong Kong 
companies (Ng and Tai, 1994). 
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proxied by company size and unexpected positive 
earnings (Bamber et al, 1993). i 
The following multiple regression model is used: 


ARL=atB,FO + BFC + £,ST + B,SUB + 
BIND + BEI + BLOSS + B,AO + B,SIZE + 
B O NEWS+e 


. where 


ARL= Natural log of number of days between 
the client’s fiscal year-end and the audit report 
date 


Experimental variables 

FO=dummy variable, 1 if company is family- 
owned/controlled, otherwise 0 

FC = financial condition as defined by Zmijewski's 
financial condition index. 

ST=dummy variable, 1 if the audit firm employs 
structured audit approach, otherwise 0 


Control variables 

SUB=square root of number of subsidiaries 

IND=dummy variable, 1 if company is classified 

as industrials, otherwise 0 
El=dummy variable, Í if company reports extra- 
ordinary items, otherwise 0 
LOSS=dummy variable, 1 if company reports 
loss, otherwise 0 
AO=dummy variable, 1 if audit opinion is quali- 
fied, otherwise 0 

SIZE = natural log of total assets 

NEWS = dummy variable for positive unexpected 
news, 1 if (EPS,—EPS,,)/EPS,, is posi- 
tive, otherwise 0 


4.3. Measurement of variables 

The dependent variable ARL is defined as the 
number of days between the client’s fiscal year-end 
and the audit report date. The natural log of ARL 
is used for regression analysis. 

Ownership concentration is generally measured 
by the percentage of the company’s shares held by 
the directors.’ Because of the pyramidal structure 
of Hong Kong companies and the interlocking 
problem, it is difficult to determine the percentage 
ownership of directors in Hong Kong companies. 
Therefore, it was decided to differentiate between 
family-owned and controlled and non-family- 
owned and controlled companies. Mok et al.’s 
(1992) study indicates that more than 50% of out- 
standing shares of several Hong Kong companies 
are owned by members of the same family, and 


Š Log transformation has been used to normalise the distri- 
bution and to linearise the model (see Kleinbaum, 1978; Mad- 
dala, 1977 for transformation justification). 

? The percentage ownership criteria used in the western coun- 
tries, especially in the US, would not be relevant for the Hong 
Kong environment. 
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these companies are also controlled by the family 
members. Thus, in this study, Mok et al.’s classi- 
fication is used to identify family-owned and con- 
trolled and non-family-owned and controlled 
companies. 

Financial condition of the company has been 
determined on the basis of a risk (bankruptcy) in- 
dex. Different bankruptcy models have been 
developed for US companies, but so far no model 
has been developed for Hong Kong companies. 
The Zmijewski (1984) model used by Bamber et 
al. (1993), based on return on assets (the ratio of 
net income to total assets), financial leverage (the 
ratio of total debt to total assets), and liquidity 
ratio (the ratio of current assets to current liabili- 
ties), appears to be relevant in determining the fi- 
nancial condition (risk index) of Hong Kong com- 
panies. In the absence of any other specific model 
for Hong Kong companies, we also use Zmi- 
jewski’s (1984) model in this study to calculate the 
risk index of the company. 

ZFC= — 4,336 —4.513(ROA) + 5.679(FINL) + 

0.004(LIQ) 
where ZFC represents an estimated risk index of 
the financial condition of the company, which in- 
dicates the company’s propensity to fail. The 
higher the value of the index, the higher the pro- 
pensity to fail and the weaker the financial con- 
dition. Conversely, the lower the value of the in- 
dex, the lower the propensity to fail and the 
stronger the financial condition. 

Bamber et al. (1993) classified the following 
three Big Eight audit firms (now Big Five) as the 
firms which used the structured audit approach: 
Deloitte, Haskins and Sells (DH&S), Peat Mar- 
wick, Mitchell and Co (PMM), and Touche Ross 
(TR). Because DH&S and TR have been merged 
into Deloitte Touche Tohmatsu (DTT), two Big 
Five audit firms (DTT and PMM) are classified as 
those firms with structured audit approach. Since 
all Big Five international audit firms follow a 
similar audit approach worldwide,” DTT and 
PMM have been identified as the audit firms using 
the structured audit approach in Hong Kong. The 
audit approach used by other auditors would be 
classified as an unstructured audit approach. 

Company size is represented by the natural log 
of total assets. Earnings news is defined as the dif- 
ference between the current year’s EPS and the 
prior year’s EPS, and this difference is scaled by 
the prior year’s EPS. If this scaled difference is 
positive, the unexpected earnings announcement is 
positive and vice versa. Since there is no require- 
ment for segmental reporting, the number of lines 


10 Another recent study (Lau, 1997) in Hong Kong found 
evidence that the Big Six (now Big Five) international firms 
follow similar audit approach and the classification of struc- 
tured versus unstructured audit approach is similar to that in 
the Bamber et al.’s (1993) study. I 
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of business is represented by the number of sub- 
sidiaries of the company, and square root of the 
number of subsidiaries is used in the analysis. 


5. Results 


5.1. Descriptive statistics 

Descriptive statistics on the dependent variable 
ARL are given in Table 2. 

The results in Panel A of Table 2 indicate that 
the mean audit delay for the total sample is 105.88 
days compared to the 109.4 days indicated by the 
Ng and Tai (1994) study. The mean audit delay 
for individual years is almost the same as for the 
combined period. The audit delays, however, are 
longer than those reported for US companies, 
which are between 22.5 and 55.2 days for banks 
and building industries respectively (Bamber et al. 
1993). This difference suggests that Hong Kong 
auditors normally take a longer time than US au- 
ditors to complete the audit. The observed delay 
is probably influenced by the fact that the listing 
requirements of the Stock Exchange of Hong 
Kong allow companies to publish their annual re- 
ports within 180 days following the end of the fi- 
nancial year, which is much longer than the 90 


Table 2 
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days allowed m most other countries. This lax 
requirement may not motivate management and 
auditors to release the financial statements and au- 
dit report early. In addition, a comparatively nar- 
rower ownership base of Hong Kong companies 
may not provide sufficient investor pressure on 
management to issue the financial statements and 
audit report early. 

The results on different industry groups as 
shown in Panel B of Table 2 indicate that the av- 
erage audit delay is the longest for the manufac- 
turing group (112.94 days) and shortest for utilities 
(60.14 days). The results also show that variation 
in the average audit delays for different industry 
groups, except for utilities, is not significant. It is 
between 92.41 days (transportation and communi- 
cation) and 112.94 days (manufacturinz). 

Descriptive statistics and correlations of inde- 
pendent variables are given in Table 3. 

Panel A of Table 3 shows that there are no 
significant differences in the mean values of most 
independent variables across different years, ex- 
cept for extraordinary items (ED, audit opinion 
(AO), and earnings news (NEWS). The number of 
companies with family ownership and audited by 
the structured audit approach has been constant 


Descriptive statistics on the dependent variable audit report lag (ARL) by year and by industry group 


Panel A: By year 


1991 

N 126 
Mean 106.32 
Median 103° 
STDEV 28.23 
Max 157 
Min 32 
Panel B: By industry group* 
Industry group code* I 2 
N 16 114 
Mean 105.56 112.94 
Median 103.50 115 
STDEV 33.53 24.17 
Max 157 154 
Min 55 52 
*Industry Group Code 

Financial 

Manufacturing 

Property and Hotel 

Utilities 


Wholesale and Retail 
Services and Others 


à ON Ch fe Q Ñ — 


1992 1993 Pooled 1991-1993 
131 136 393 
106.13 105.23 105.88 
105 105 105 
29.94 27.24 28.4] 
217 190 217 

33 40 32 

3 4 5 6 7 

130 7 41 56 29 
104,22 60.14 92.41 110.04 107.72 
99 62 83 113 119 
26.62 32.73 28.55 28.25 32.67 
190 127 183 217 149 

52 32 49 56 53 


Transportation and Communication 
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over the three-year period. The percentage number 
of extraordinary items is drastically reduced in 
1993 because a new accounting standard was im- 
plemented in Hong Kong, effective that year.!! 
The percentage of negatrve opinions is relatively 
high for 1993 (mean of 26.47% as compared to the 
mean of 3.17% and 9.92% for 1991 and 1992 
respectively). This is probably due to the gradual 
increase in the number of smaller companies listed 
in 1993 as compared to 1991.2 The number of 
companies reporting losses has been relatively 
small for all three years. The mean of positive 
earnings news for 1991 is 56.35% as compared to 
62.60% and 67.65% for 1992 and 1993 respectively, 
which suggests that 1993 has the highest percent- 
age of positive earnings news. The mean FC for 
individual years is almost the same as for the total 
sample. However, the range for the sample is quite 
wide, 1.e. between 3508.23 and — 2679.85. 

The correlation results as shown in Panel B of 
Table 3 indicate that family ownership is positively 
and significantly correlated with company size, 
number of subsidiaries and positive earnings news. 
This suggests that family-owned companies are 
relatively larger, have a larger number of subsidi- 
aries, and have reported positive earnings news. 
The positive correlation of the company’s financial 
condition with the loss variable suggests that com- 
panies in weak financial condition have reported 
more losses. The positive earnings news variable is 
negatively and significantly correlated with finan- 
cial condition, which suggests that financially weak 
companies do not have positive earnings news. 
The positive correlation between size and positive 
earnings news suggests that large companies have 
comparatively more positive earnings news. 

An analysis of association between audit opin- 
ion and extraordinary items indicates that out of 
84.30% of unqualified opinions, 25.88% of com- 
panies disclosed extraordinary items. Only 2.80% 
of qualified firms related to firms which disclosed 
extraordinary items. Therefore, extraordinary 
items did not have any significant impact on ARL. 


5.2. Regression results 

The regression results on the total sample for 
1991-1993 are shown in Table 4. 

The F-value (F-value= 7.464, prob. < ‘0.0001) 
of Model 1 indicates that the model is robust and 
the adjusted R-square of 14.16% suggests that the 
model has reasonable explanatory power. The 


ll A Chow test was run to test for the differences in EI be- 
tween the years and the result showed that there is no signifi- 
cant difference. 

12 There is an increase of 120 companies from 1991 to 1993. 
This is also the first year that H-share companies were listed in 
Hong Kong. 

13 The model’s significance level, as well as the adjusted R- 
square, are similar to Ng-Tai’s (1994) study. 
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coefficients of all experimental and control varia- 
bles with the exception of audit opinion (AO) and 
loss are in the expected direction. The coefficients 
for auditor business risk proxied by financial con- 
dition of the company (FC), and audit firm tech- 
nology (ST) are statistically significant. The signifi- 
cant positive coefficient for the company’s 
financial condition indicates that auditors take a 
comparatively longer time in auditing companies 
associated with a higher risk index. These results 
support Hypothesis 1, that a higher auditor busi- 
ness risk proxied by a weak financial condition 
leads to a longer audit report lag.'* In order to 
have a better understanding of the impact of 
individual components of financial condition, an 
additional regression test is conducted by 
including three components of financial risk, i.e., 
return on assets (ROA), financial leverage (FINL) 
and liquidity ratio (LIQ) instead of the FC vari- 
able. The findings in Model 2 of Table 4 show that 
the coefficient of ROA is statistically significant, 
whereas coefficients of the other two components 
are insignificant. The negative sign of ROA indi- 
cates that the lower the ROA, the longer the audit 
delay. The result thus suggests that ROA is an im- 
portant component of the financial condition vari- 
able for Hong Kong firms. 

The results for Models 1 and 2 (Table 4) also 
show that the coefficient for family ownership 
(FO) is in the expected negative direction, sug- 
gesting that ARL for family-owned and controlled 
companies is likely to be shorter. The coefficient 
for this variable is, however, statistically insignifi- 
cant.!5 Though insignificant coefficients for the FO 
variable do not fully support Hypothesis 2, the 
negative coefficients suggest that family-owned 
and controlled companies are likely to be associ- 
ated with shorter ARL. 

The positive and significant coefficient for the 
structured audit approach shows that companies 
audited by audit firms using the structured audit 
approach have a comparatively longer ARL. This 
result supports Hypothesis 3. The result is similar 
to that found in Bamber et al.’s (1993) study, 
which reported longer delays for US companies 
audited by firms using the structured audit 
approach. 

The results on the control variables are generally 
in the expected direction, as suggested in the litera- 
ture, except for the variables of audit opinion and 
loss. The results on the audit complexity variable 
proxied by the number of subsidiaries indicate that 
the association between the client’s number of sub- 


14 The regression results on individual years also indicate that 
the coefficients are positive and that they are statistically signifi- 
cant for all the three years. 

15 The results for individual years with the exception of 1991 
are also in the expected negative direction, but none of the 
coefficients are statistically significant. 
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Table 4 
Regressions results on audit report lag (N = 393) 
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Model 1: ARL =a+B,FO+B,FC+B,ST+B,SUB+B,IND+B,EI+ B,LOSS+8,AO+B,SIZE+B,,NEWSt+e 
Model 2: ARL=a+B,FO+,ST+B,SUB+B,IND+ ,EI+B,LOSS+8,A0+B,SIZE+B,NEWS+,,LIQ+ 


B FINL+B,,ROA+e 


Model 1 Model 2 
Variable Expected Coefficient t-statistic ` Coefficient t-statistic 
sign 
INTERCEPT 5.1041 51.491*** 5.1330 49.965*** 
FO < — 0.0347 — 0.954 — 0.0318 — 0.872 
FC + 0.0002 3.877*** 5 — 
ST + 0.0602 2.009* 0.0631 2.080* 
SUB + 0.0116 1.729* 0.0114 1.687* 
IND + 0.0193 0.604 0.0118 0.366 
EI + 0.0309 0.963 0.0266 0.829 
LOSS + — 0.0334 — 0.379 — 0.0300 — 0.340 
AO + — 0.0754 = F:852" — 0.0747 — 1.834* 
SIZE = — 0.0587 —4,559*** — 0.0625 —4.799*** 
NEWS _ — 0.0160 — 0.546 —0.0179 — 0.609 
LIQ 0.0544 0 818 
FINL — 0.0075 —1.480 
ROA —0.6156 —3.370*** 
R? 16.35% 17.06% 
Adjusted R? 14.16% 14.44% 
F Value 7.464*** 6.513*** 
Prob> F 0.0001 0.0001 
*Significant at the 0.05 level 
***Sipnificant at the 0.001 level 
Definition of variables 
FO =dummy variable, 1 if company is family-owned/controlled, otherwise 0 


FC = financial condition as defined by Zmijewski’s financial condition index 

ST =dummy variable, 1 if the audit company employs structured audit approach, otherwise 0 

SUB =square root of number of subsidiaries 

IND =dummy variable, 1 if company is classified as industrials, otherwise 0 

EI =dummy variable, 1 if company reports extraordinary items, otherwise 0 

LOSS =dummy variable, 1 if company reports loss, otherwise 0 

AO =dummy variable, 1 if audit opinion is qualified, otherwise 0 

SIZE =natural log of total assets 

NEWS =dummy variable for positive unexpected news, 1 if (EPS, - EPS, ,/EPS,, is positive, 
otherwise 0 

LIQ =ratio of current assets to current liabilities 

FINL =ratio of total debt to total assets 

ROA =ratio of net income to total assets 


sidiaries (SUB) and ARL is significant and in the 
expected positive direction. The results on the 
other audit complexity variable, proxied by the cli- 
ent’s primary industry, show that industrial com- 
panies are positively associated with audit delays, 


indicating that industrial companies have generally 
longer audit delays.!* 


16 Regression for other industry dummies such as manufac- 
turing, property and hotel, wholesale and retail ar2 run and the 
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The result on the variable of extraordinary items 
(ED of the ‘other work-related’ factors is in the 
expected direction but statistically not significant. 
The results on audit opinion (AO) and loss (LOSS) 
variables of the “other work-related' factors are 
neither in the expected direction nor statistically 
significant. These findings on audit opinion, con- 
trary to those of earlier studies, suggest that client 
companies receiving qualified audit opinions are 
not likely to have longer audit delays. This could 
be due to a relatively small number of companies 
with qualified audit opinions in the sample. An- 
other possible explanation for the negative coeffi- 
cient could be that additional audit work is not 
considered essential when the evidence for a quali- 
fied opinion is overwhelming, and this situation re- 
sults in relatively shorter audit delays for such 
companies. 

The results on the company size variable (SIZE), 
used as a proxy for incentives for a timely audit 
report, are in the expected direction. The negative 
coefficient for size is statistically significant, sug- 
gesting that larger companies are associated with 
shorter audit delays. The coefficient for the unex- 
pected positive news is in the predicted direction 
but not statistically significant. 

Since the results of some earlier studies have 
indicated that the auditor switch might have an 
impact on audit delays, we also conducted a re- 
gression test by including the variable of ‘auditor 
switch’ as the control variable. The result indicates 
that the coefficient for auditor switch is insignifi- 
cant, and inclusion of this variable in the analysis 
does not change the results of the other variables. 

The variance inflation factor (VIF) has been less 
than two for each variable, which suggests that the 
multicollinearity problem is not severe (e.g., Lar- 
daro, 1993). The results on the General White test 
show that there is also no significant heteroske- 
dasticity problem. 


6. Discussion of results and conclusion 


The findings of this study support the expectation 
that ARL of Hong Kong companies is a function 
of auditor business risk and audit firm technology. 
Auditors are likely to conduct extensive audit pro- 
cedures on a company with weak financial condi- 
tion and this will delay their audit report. This ev- 
idence is consistent with the results for US 
companies (Bamber et al., 1993). The negative 
association between family ownership and control 
and ARL suggests that family ownership and con- 
. trol of Hong Kong companies may reduce audit 
_ delays. But the results are statistically not signifi- 

cant. The statistically weak results could have been 
due to the dichotomous classification of family 


results.are similar. The regression results on utilities, however, 
indicate that audit delays are shorter. 


27 


ownership/control. Future research studies could 
develop alternative procedures to identify the 
percentage of family ownership in the companies. 

The findings on the structured audit approach 
show that Hong Kong companies audited by audit 
firms using the structured audit approach are 
likely to take a comparatively longer audit time. 
This evidence implies that longer delays for the 
structured audit approach would translate into 
more resources going into the audit work. It would 
be interesting to examine whether structured au- 
dits would result in some benefits such as lower 
risk, more evidence to support the audit work and/ 
or lower litigation costs, which would justify al- 
location of additional resources for detailed audit 
work.!” 

The results on the association between ARL and 
company size, used as a proxy for incentives for a 
timely audit report, show that large companies are 
expected to have shorter audit delays. The results 
of this study do not support the findings of earlier 
studies that qualified audit opinions and com- 
panies reporting losses will have longer audit 
delays. 

The results of this study need to be interpreted 
with caution because of its limitations. First, ARL 
used in this study reflects the audit work from the 
year-end to the audit report date. Audit work con- 
ducted outside this period has not been considered 
in the analysis. Second, audit report lag is 
measured in terms of days rather than man-hours 
spent on audit work. This could create a measure- 
ment problem if audit firms spend more than a 
normal day’s work on the audit. Third, there could 
be other factors, such as administrative approval 
process with the home office, which affects ARL 
and have not been included in the model. 

In conclusion, this study provides evidence to 
show that the audit report lag for Hong Kong 
companies is affected by auditor business risk and 
audit firm technology. Specifically, financially 
weak companies would have longer audit delays 
than companies with strong financial condition. 
There is also some indication that family-owned 
and controlled companies would result in shorter 
ARL, though the results are statistically not 
significant. The results of this study provide useful 
information for mternational investors. 
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Financial covenants and related contracting 


processes in the Australian private debt 
market: an experimental study 
Paul Mather* 


Abstract---Private debt markets are characterised by covenant-restrictive but renegotiation-flexible debt contracts 
as financial intermediaries lending in private debt markets have a comparative advantage over investors in public 
debt markets in offering such contracts. The two research questions investigated in this paper are “Whether several 
borrower- and contract-specific variables determine the restrictiveness of financial covenants in private debt con- 
tracts?” and ‘Whether several borrower- and contract-specific variables are associated with loan officers’ decisions 
to waive technical default on financial covenants?’ Two behavioural experiments involving loan officers examined 
these contracting processes in the Australian private debt market. The first experiment examined whether certain 
variables determine the restrictiveness of financial covenants in private debt contracts. Management reputation and 
security were found to be associated with the number and tightness of financial covenants, while high financial risk 
was associated with increased tightness, but not the number, of such covenants. The effect of the interaction 
management reputation x security, was also significant. The second experiment examined the association between 
certain variables and the likelihood of loan officers waiving technical default on financial covenants. Low financial 
risk, security and defaults caused solely by a change in accounting standards were found to be associated with the 


likelihood of the default being waived. 


1. Introduction 


It has been theorised that contracting has a role in 
alleviating potential conflicts of interest between 
debtholders and shareholders. In particular, Smith 
and Warner (1979) put forward the costly con- 


- tracting hypothesis suggesting that control of the 


debtholder-shareholder conflict through financial 
contracts can increase the value of the firm. The 
use of covenants in debt contracting is an integral 
part of controlling these conflicts. 

Financial intermediaries lending in private debt 
markets have a comparative advantage over 
individual investors (who typically lend in public 
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debt markets), or their agents, in sourcing 
information about borrower risk and in facilitat- 
ing initial and subsequent negotiation. It is there- 
fore logical that they should offer debt contracts 
with specifically tailored covenants and renegoti- 
ation options (Berlin and Mester, 1992). Such cov- 
enant-restrictive but renegotiation-flexible con- 
tracts are not well suited to public debt markets 
that are characterised by diverse and numerous in- 
vestors. There is some empirical support for this 
proposition. For example, private debt contracts 
tend to have more restrictive covenants than pub- 
lic debt contracts and these covenants are less ho- 
mogenous than those found in public debt con- 
tracts (Mather, 1999:66). 

Incentives to maintain a reputation for reason- 
ableness in renegotiation may also give lenders in 
private debt markets another advantage over 
individual investors in offering contracts that 
facilitate renegotiation. A lender may have more 
incentive to consider granting a covenant waiver 
than an individual investor.' This is because an in- 
vestor in a public debt market, who does not ex- 
pect to make regular loans in the future, may per- 
ceive that there is little to gain from granting a 
waiver. However, a lender who regularly makes 


1 While a trustee acts on behalf of the individual investors, 
individual investors have to approve any course of action en- 
suing from a technical breach. 
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loans in private debt markets may profit from a 
reputation for being flexible in a constructive man- 
ner (Sharpe, 1990).? 

The Australian private debt market is signifi- 
cantly larger than the public debt market in terms 
of both volume and value (Foster and Stewart, 
1991). Analysing the borrowings of a sample of 
Australian firms in 1995, Cotter (1998:183) shows 
that public debt only accounted for 4.5% of total 
borrowings as opposed to unsecured and secured 
bank loans which accounted for 40.9% and 13.3% 
of total borrowings, respectively. However, little is 
known about the contracting processes associated 
with determining restrictive covenants in this debt 
market and renegotiation in the event of technical 
default.? 

These contracting processes are important. A 
greater understanding of what determines the re- 
strictiveness of covenants in debt contracts would 
serve to extend the contribution of agency theory 
to the capital structure debate and to enhance the 
development of the costly contracting hypothesis.‘ 
Accordingly, the first research question investi- 
gated in this paper is: “Whether several borrower- 
and contract-specific variables determine the re- 
strictiveness of financial covenants in private debt 
contracts?’ 


Additionally, there is a body of literature sug- ` 


gesting that firms adopt mcome-increasing ac- 
counting policies in the years preceding technical 
default on financial covenants (Beneish and Press, 
1993).§ Underlying this literature is the assumption 
that technical default on covenants is costly. How- 
ever, there is no reported research into technical 
default on covenants in Australian public or pri- 
vate debt contracts. Unlike the US, there is very 
little publicly available information about techni- 
cal default. Publicly available information in 
respect of private debt contracts is particularly 
scarce. Hence, the second research question 
investigated is: ‘Whether several borrower- and 
contract-specific variables are associated with loan 
officers’ decisions to waive technical default on fi- 
nancial covenants?’ 


2 Sharpe (1990) developed a model in which financial inter- 
mediaries trade off the value of expropriating monopoly rents 
in the short-run for the value of future relationships made 
possible by a good reputation. 

3 ‘Technical default’, is the failure to comply with covenants 
in debt contracts and is differentiated from “Debt service de- 
fault’, which is the failure to make loan repayments. 

4 For a discussion of the contribution of agency theory to 
the capital structure debate, see Myers (1977) and Barnea, Hau- 
gen and Senbet (1985). 

5 Financial covenants are defined as those covenants that use 
accounting data in their formulation either as an absolute 
amount or as the numerator and/or denominator of a ratio. 

6 Although some of the more recent evidence is more am- 
biguous (see DeAngelo, DeAngelo and Skinner, 1994; DeFond 
and Jiambalvo, 1994). 


ACCOUNTING AND BUSINESS RESEARCH 


These are the first behavioural experiments ex- 
amining these debt contracting processes reported 
in the literature, and the paper contributes in sev- 
eral ways. First, the methodology allows compar- 
isons with findings of prior research from a new 
perspective. Second, the methodology enabled the 
investigation of the effect of management reputa- 
tion on the restrictiveness of covenants: an impor- 
tant addition to the literature given its prominence 
in professional banking writings. Third, the experi- 
mental setting facilitated controlling the invest- 
ment opportunity set when studying the responses 
to technical default, thereby overcoming a limita- 
tion of the main prior study in this area (Chen and 
Wei, 1993). 

The remainder of the paper is structured as fol- 
lows. Section 2 reviews prior research and provides 
further motivation for the study. Sections 3 and 4 
develop several hypotheses and discuss the re- 
search method used to test these hypotheses. The 
results of the behavioural experiments are analysed 
in Section 5 and the final section draws conclu- 
sions and discusses limitations. 


2. Prior research 


2.1. Determinants of financial covenants 

The literature examining borrower and/or con- 
tract-specific characteristics associated with cove- 
nants in debt contracts generally shows that con- 
tractual provisions in debt contracts are not 
randomly distributed, but are related to the likeli- 
hood of debtholder-shareholder conflict. There 
are, however, some conflicting findings. 

Most studies report a positive association be- 
tween the restrictiveness of financial covenants and 
leverage (for example, Malitz, 1986; El-Gazzar 
and Pastena, 1991 in the US and Citron, 1992 in 
the UK). However, Citron (1995), in his study of 
UK public debt contracts, found that once he con- 
trolled for the level of assets-in-place, there was no 
significant relationship between the presence of fi- 
nancial covenants and leverage. Similarly, El-Gaz- 
zar and Pastena (1991) found that secured loans 
were associated with less restrictive covenants 
while the results of Citron (1992) were inconclu- 
sive. On the other hand, Citron (1995) found that ` 
the relationship between financial covenants and 
security depended on the nature of the security. 

Additionally, apart from a survey (Citron, 1992) 
and interviews (Day and Taylor, 1995, 1996 and 
1998) of UK loan officers, there has been no be- 
havioural research in the area. A behavioural 
experiment facilitates the study of certain qualita- 
tive characteristics that are difficult to examine in 
the more conventional archival research into the 
debt contracts. Accordingly, it was decided to ex- 
amine leverage, security and the qualitative vari- 
able, management reputation, in this study. 
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There were two other factors that motivated the 
research into the determinants of financial cove- 
nants. First, apart from Cotter (1998), there has 
been no research into the determinants of cove- 
nants in the Australian private debt market. Cot- 
ter’s research was based on a relatively small sam- 
ple (9 interviews and extracts of 23 bank loan 
contracts). Accordingly, the associations she noted 
(firm size and industry) were not statistically 
tested. 

Second, the restrictiveness of a covenant pack- 
age is a function of both the number of covenants 
and how ‘tight’ (the extent of slack around a cov- 
enant) they are. The prior research either 
measured restrictiveness as a function of the num- 
ber of covenants in a contract or, with the excep- 
tion of El-Gazzar and Pastena (1991), was based 
on the limit of the covenant without regard to cov- 
enant slack. For example, a maximum debt/equity 
ratio of 50% was considered more restrictive than 
a maximum ratio of 70% without regard to the 
borrower’s actual debt/equity ratio. Accordingly, 
it was decided to examine both the number and 
the tightness of such covenants. 


2.2. Decision to waive technical default 

In the case of technical default, a range of op- 
tions 1s available to lenders. These may include 
calling the loan, foreclosing on security, renegoti- 
ating terms or waiving the default. Clearly, these 
options are not necessarily mutually exclusive and 
the cost to the borrower varies considerably. The 
lender’s decision to waive or not waive appears to 
be particularly critical to the borrower’s ensuing 
costs (Beneish and Press, 1993). 

Covenants serve to limit a borrower’s flexibility 
in future decision making (Smith and Warner, 
1979; Berlin and Mester, 1992). To the extent that 
they prevent the borrower from taking efficient ac- 
tions, they may have a detrimental effect on firm 
value. However, the implicit or explicit provision 
for covenant renegotiation may alleviate this 
restriction on flexibility. For example, if a planned 
project would violate a covenant in an existing 
debt contract, the borrower may request that the 
covenant be waived. The lender, having evaluated 
the planned project, may agree to waive or modify 
the covenant. Even if the proposed project in- 
creases the risk of the loan (for example, by in- 
creasing overall business risk), the lender may be 
willing to grant a waiver in return for other mod- 
ifications to the debt contract. Accordingly, cove- 
_ nants may be viewed as a mechanism for triggering 
re-evaluation of borrower risk, principally in the 
context of potential, or actual, technical default. 

There is no reported research into technical de- 
fault on Australian public or private debt con- 
tracts. A major empirical study in this area by 
Chen and Wei (1993), who examined 128 US firms 
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In technical default, found that lenders were more 
likely to grant a waiver to a firm with lower esti- 
mated probability of bankruptcy and a lower lev- 
erage ratio. Additionally, loans that were secured 
or were smaller in size were more likely to have 
technical defaults waived than unsecured or larger 
loans.’ 

Smith (1993) pointed out that Chen and Wei 
examined leverage without considering the firms’ 
investment opportunity set. Such an approach is 
valid only if all the firms in the sample are ho- 
mogenous. In reality, lenders are likely to assess 
‘high’ or ‘low’ leverage in the context of what they 
consider to be optimal, given each firm’s specific 
circumstances, especially the firm’s investment 
opportunity set (IOS’). The asset structure of the 
firm (tangible versus intangible assets) and indus- 
try usually act as proxies for the IOS. The present 
study was designed to control for asset structure 
and industry. 

Two other studies involved surveys examining 
lenders’ decisions to waive events of technical de- 
fault (Citron, 1992 and Gopalakrishnan and Par- 
kash, 1995). Citron surveyed 33 UK loan officers 
who stated that ‘high cost’ penalties, such as loan 
acceleration, were usually adopted where no prior 
warning of the breach had been received. Breaches 
caused by the adoption of new (or changes to) ac- 
counting standards appeared to impose few real 
costs on borrowers. This finding was also sup- 
ported by a survey of US loan officers by Gopa- 
lakrishnan and Parkash (1995). Such behavioural 
research facilitates the study of certain character- 
istics, such as the reason for the default, which are 
difficult to examine in archival research into tech- 
nical default. Accordingly, it was decided to un- 
dertake a behavioural experiment to examine lend- 
ers’ decisions to waive technical default on private 
debt contracts. 


3. Hypothesis development 


3.1. Determinants of financial covenants 

The first set of hypotheses relates to the loan 
officers’ ex-ante choice of financial covenants to be 
used in bank loan contracts. 


3.1.1. Financial risk 

High financial risk increases the volatility of the 
borrowing firms’ returns and the likelihood of fi- 
nancial distress. Moreover, it has been shown that 
the greater the volatility of the borrowing firms’ 
returns and/or the closer they are to financial dis- 


7 There are many institutional differences between US and 
Australian debt markets. In particular the focus of US insol- 
vency law, for example chapter 11 proceedings, is on debtor 
protection (Franks and Torous, 1989), whilst in Australia the 
focus is on the protection of creditors (section 439 of the Cor- 
porations Law). 
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tress, the greater the incentive and opportunities 
for borrowers to engage in post-contractual op- 
portunism (Barnea et al., 1985). Covenants play a 
role in reducing such post-contractual opportun- 
ism on the part of borrowers (Smith and Warner, 
1979). Notwithstanding Citron (1995), it follows 
that the contracts of borrowers with high financial 
risk are likely to be associated with a greater num- 
ber and a tighter set of financial covenants, even 
if their asset structures are similar to borrowers 
with low financial risk. 

As a result, the following hypothesis is 
proposed: 


Hypothesis 1: Loan officers will utilise a more 
restrictive set of financial covenants in the bank 
loan contract of a borrower with relatively high 
financial risk. 


3.1.2. Management reputation 

There is no empirical evidence to suggest that 
management reputation® influences financial cov- 
enants in bank (or other) loan contracts. However, 
the professional banking literature identifies 
management reputation as a key factor in credit 
analysis (for example, Altman, 1985). Similarly, 
the academic literature provides evidence that 
lenders’ assessments of management reputation 
have an effect on lenders’ assessments of ability to 
repay (for example, see Danos, Holt and Imhoff, 
1989). Accordingly, as one of the functions of cov- 
enants in debt contracts is to provide a signal of 
impending difficulties, it follows that the need for 
covenants is greater where management reputation 
is unknown. It is also argued that management 
reputation is likely to be a determinant of financial 
- covenants because of incentives for managers to 
preserve their reputation in labour and debt 
markets. 

Managers rent their human capital to the firm 
and the rental rates for their human capital are 
signalled, if not largely determined, by the mana- 
gerial labour market. Fama (1980) contends that 
information on managers’opportunistic behaviour 
(in their dealings with shareholders) becomes 
known and affects their reputation in the mana- 
gerial labour market. The labour market revises 
the future remuneration of these managers down- 
wards, thus reducing the value of their human cap- 
ital. Accordingly, Fama argued that the manage- 
rial labour market and the incentives for managers 
to protect their reputation may partially counter- 
act agency problems. 


š Management reputation was considered to be a single vari- 
able encompassing competence and integrity. A focus group of 
senior loan officers suggested that, for the purposes of any form 
` of credit analysis, an assessment of a borrowing firm’s manage- 
ment team needs to encompass both these attributes. 
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Fama’s hypothesis may be extended to support 
a view that the incentives for managers to protect 
their reputation extend to their dealings with lend- 
ers. First, information on opportunistic behaviour 
in managers’ dealings with lenders cculd also af- 
fect their reputation in the labour market. Second, 
a loss of reputation in debt markets will adversely 
affect their ability to raise finance in the future, 
thereby having a negative impact on their perform- 
ance which, in turn, will reduce the value of their 
human capital Lenders will be aware of these in- 
centives and place some weight on management 
reputation when negotiating contract details. 

Accordingly, the following hypothesis is 
proposed: 


Hypothesis 2: Loan officers will utilise a more 
restrictive set of financial covenants in the bank 
loan contract of a borrower whose management 
team has an unknown reputation than in the bank 
loan contract of a borrower whose management 
team has a positive reputation. 


3.1.3. Security 

When loans are secured, the potential for con- 
flicts between secured lenders and shareholders are 
reduced as lenders’ claims over specific assets limit 
the scope for asset substitution and claim dilution. 
Accordingly, the need for certain financial cove- 
nants (for example, a maximum debt ratio) de- 
signed to address claim dilution and, to some de- 
gree, asset substitution, diminishes when loans are 
secured. 

Stulz and Johnson (1985) also show that financ- 
ing new projects with secured debt provides more 
incentives for borrowers to undertake projects 
with a positive net present value, thereby provid- 
ing a helpful mechanism to mitigate the underin- 
vestment problem. Once again, this would appear 
to reduce the need for certain financial covenants, 
such as a maximum debt ratio, minimum net 
worth and/or interest cover, which may be used 
indirectly to control underinvestment. 

Accordingly, the following hypothesis is 
proposed: 


Hypothesis 3: Loan officers will utilise a more 
restrictive set of financial covenants in the bank 
loan contract of an unsecured loan rather than the 
contract of a secured loan. 


3.2. The waiver decision 

The second set of hypotheses relates to loan of- 
ficers’ decisions to waive the technicai default on 
financial covenants in bank loan contracts and, in 
particular, borrower-specific or contract-specific 
characteristics which may influence this decision. 

A potential or actual technical default would re- 
sult in lenders re-evaluating borrower risk with a 
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view to exercising one or more of the options 
available to protect their position. Even where a 
technical default is caused by circumstances that 
increase borrower risk (for example, a deteriora- 
tion in operating performance), lenders have a 
trade-off to make. In the first instance they would 
wish to protect their position against further de- 
terioration. However, they would also need to con- 
sider the costs associated with any action on their 
part. Such costs could include the possible loss of 
a client (where the action is taken is severe, for 
example, calling the loan) as well as the loss of 
reputation for reasonableness in debt markets. 
This reputation for reasonableness is of particular 
importance to lenders in private as opposed to 
public debt markets. As such, it is argued that, in 
the event of technical default, lenders in a private 
debt market will not necessarily exercise one or 
more of the options available to protect their 
position. 


3.2.1. Financial risk 

As in the case of the ex ante decision as to the 
restrictiveness of financial covenants, lenders are 
likely to consider the level of financial risk of the 
borrower when re-evaluating the relationship and 
determining whether to waive a technical default. 
Since high financial risk increases the volatility of 
the borrowing firms’ returns and the likelihood of 
financial distress, rational lenders are likely to un- 
derstand the incentives for borrowers to engage in 
post-contractual opportunism, and the increased 
likelihood of debt service default. Accordingly, 
they are likely to exercise one of the options open 
to them to protect their position rather than waive 
the technical default. 

As a result, the following hypothesis is 
proposed: 


Hypothesis 4: Loan officers are more likely to 
waive the technical default on a financial covenant 
by a borrower with a relatively low financial risk. 


3.2.2. Reason for technical default 

The accounting information to be used when 
calculating financial covenants may be prepared 
on the basis of ‘rolling’ or ‘frozen’? GAAP and/or 
some variation thereof. An analysis of accounting 
measurement rules in the Australian public debt 
market (Whittred and Zimmer, 1986:30) and in the 
Australian bank loan market (Mather, 1999:67) in- 
dicates a heavy reliance on ‘rolling’? GAAP. 

The advantage of debt contracts specifying the 
use of ‘rolling GAAP’ is that it eliminates the need 
to recalculate accounting numbers and prepare 
special financial reports (that would otherwise be 
required if contracts specified the use of ‘frozen’ 
GAAP) for the purposes of monitoring compli- 
ance with financial covenants. However, a cost as- 
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sociated with the use of ‘rolling GAAP’ is that 
changes to accounting standards may cause tech- 
nical default.’ 

Under normal circumstances, a potential or ac- 
tual technical default would result in lenders re- 
evaluating borrower risk with a view to exercising 
one or more of the options available to protect 
their position. However, if the technical default is 
caused solely by changes to an accounting stan- 
dard, it would be expected that lenders would 
waive the default, as there is no change in bor- 
rower risk. 

As a result, the following hypothesis is 
proposed: 


Hypothesis 5: Loan officers are more likely to 
waive the technical default on a financial covenant 
where such a default is caused by a change in an 
accounting standard as opposed to a deterioration 
in the borrower’s financial position. 


3.2.3. Security 

As in the case of the ex ante decision on the use 
of covenants, lenders are likely to consider whether 
the loan Is secured when re-evaluating the relation- 
ship and determining whether to waive a technical 
default. As discussed in section 3.1.3, when loans 
are secured the potential for conflicts between se- 
cured lenders and shareholders are reduced as 
lenders’ claims over specific assets limit the scope 
for asset substitution, claim dilution and underin- 
vestment. If a debt is secured, rational lenders are 
likely to foresee the reduced incentives for borrow- 
ers to engage in post-contractual opportunism. 
Accordingly, lenders are more likely to waive the 
technical default than to exercise one of the op- 
tions open to them to protect their position. 

The professional banking literature identifies se- 
curity as a secondary source of cash inflow in the 
event of default (Altman, 1985). The lenders’ debt 
recovery process is also more efficient (in terms of 
both speed and costs) as lenders have established 
title to the assets securing the loan. It follows that 
lenders are likely to be influenced by the presence 
of security when considering their response to 
technical default. 

Accordingly, the following hypothesis is 
proposed: 

Hypothesis 6: Loan officers are more likely to 
waive the technical default on a financial covenant 
where the loan is secured. 


? The introduction of a new standard may also cause tech- 
nical default. 
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4. Methodology 


A mixed factorial design was used in both the ex- 
periments. Prior studies of loan officers’ behaviour 
have used such mixed designs (see, for example, 
Danos et al., 1989; Sami and Schwartz, 1992). 


4.1. Subjects 

Forty-eight loan officers from 19 Australian and 
foreign trading banks (or separate divisions of 
such banks) based in Melbourne and Sydney par- 
ticipated in the study.'° The subjects were required 
to have at least two or more years corporate or 
(larger) business lending experience including in 
the initiation of loan contracts and dealing with 
technical default. Additionally, they were required 
to have some recent experience im managing term 
loans in the region of $1,500,000." Loan officers 
working in retail and small business banking were 
excluded from the sample.!? 

The subjects had, on average, 12.98 years lend- 
ing experience with a range of two to 28 years. In 
addition, the vast majority of the subjects had 
tertiary qualifications, with 55% having a first de- 
gree as their highest qualification and 35% having 
a postgraduate qualification, such as an MBA. 

The discretion that loan officers had to tailor 
loan contracts, including the specification of finan- 
cial covenants, was of fundamental importance to 
the feasibility of conducting experiment I. Hence, 
information was also obtained on loan officers’ 
discretion to specify financial covenants. Although 
65% of the subjects had access to some sort of a 
standard loan contract, they were permitted to use 
their own judgement to tailor such a standard loan 
contract to suit the specifics of each case. Loan 
officers specifically confirmed that this discretion 
extended to decisions about the imposition of fi- 
nancial covenants.” The remainder of the subjects 
(35%) did not use a standard loan contract. 

All subjects were selected by the Chief Credit 
Officer (or designate) of the bank concerned. In 
cases where one subject was provided by a bank, 
the subject was randomly assigned to one of the 


10 The four major Australian banks (two separate divisions 
in each bank) provided 30 subjects. Four smaller trading banks 
(six subjects) and seven foreign trading banks (12 subjects) pro- 
vided the remainder. This sample, whilst non-random, is con- 
sidered reasonably representative and reflects the four major 
banks’ dominance of the Australian private debt market. 

1! The task in both experiments involved term loans of 
$1.5m. 

12 Preliminary (pre-pilot) discussions with several senior Joan 
officers indicated that the absence of audited financial state- 
ments and relatively unsophisticated borrowers precluded the 
meaningful use of financial covenants in the retail and small 
business banking areas. 

13 Prior to the research being undertaken, senior loan officers 
from each of the four major Australian banks indicated that 
the standard contracts did not include information about fi- 
nancial covenants. 
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two treatment groups. A similar process was fol- 
lowed where multiple subjects were provided by a 
bank. However, a few reallocations were made to 
ensure that the subjects from such banks were 
evenly (or as near as possible in the case of an odd 
number) allocated to each treatment group. Not 
more than one such reallocation per bank was 
necessary. The experiments were conducted be- 
tween 1 January and 30 April 1996. The subjects 
completed the tasks, in the presence of the re- 
searcher, at their respective banks. 


4.2. Research instruments 

The research instruments comprised the various 
cases which included background information de- 
scribing the borrowing company, the industry, 
markets, products and ownership. In experiment I 
details of the new loan (which had already been 
approved) were also outlined. In experiment II, the 
original loan details and some information about 
debt servicing were also provided. The borrowers 
in both experiments were said to be in the retail 
industry.'5 A summary of the information con- 
tained in the instruments is set out in Appendix I. 

The hypothetical financial statements were con- 
structed using several sets of the financial state- 
ments of private companies engaged in activities 
similar to those of the entities portrayed in the case 
material. The profile and financial ratios of the me- 
dian listed Australian retail firm reported in the 
1995 edition of the Stock Exchange Financial and 
Profitability Study were also used as a guide. 

The preliminary research instruments were re- 
viewed by several colleagues, a senior lending of- 
ficer and a senior manager at a “big six’ accounting 
firm. The latter was a retail industry specialist. The 
instruments were then pilot tested on four senior 
loan officers at two of the four major banks. 


4.3. Dependent variables 

In the experiment relating to the determinants 
of covenants (experiment I), the subjects were 
asked to determine the number of financial cove- 
nants they would include in the loan contract that 
was being drawn up by the bank. They were asked 
to choose from a scale ranging from none to six 
or more. Subjects were also required to assess how 
tight the financial covenants imposed in the loan 
contract were likely to be using a 7-point Likert 


14 The purpose of random assignment is to ensure that other 
subject variables are distributed evenly across treatment 
groups. Behaviour influenced by institutional culture or atti- 
tudes was the one known vanable which may potentially have 
had a confounding effect on the results. Hence the attempt to 
allocate multiple subjects from the same institution equally be- 
tween the two treatment groups. 

15 The industry was considered to be ‘non-specialist’ and an 
industry with which most Melbourne and Sydney loan officers 
were likely to be familiar. 
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scale ranging from 1 (very restrictive/tight) to 7 
(not at all restrictive/tight).!15 

In the experiment relating to waiver decisions 
(experiment ID), the subjects were asked to assess 
the likelihood that they would waive the impend- 
ing breach of a financial covenant outlined in the 
case material.” A 7-point Likert scale was used 
ranging from 1 (waive) to 7 (not waive). 

A waiver of such a breach could be uncondi- 
tional or temporary. Accordingly, subjects who 
were more likely to waive the breach—that is, they 
circled 1, 2 or 3 on the rating scale—were also 
asked to indicate whether the waiver was likely to 
be unconditional or temporary. Once again a 7- 
point Likert scale was used ranging from 1 (waive 
unconditionally) to 7 (waive temporarily). 


4.4. Independent variables 

The borrower- and contract-spectfic character- 
istics manipulated as factors in both experiments 
were financial risk and security. Additionally, 
Management reputation and the reason for the 
technical default were factors in experiments I and 
H, respectively. The three factors in each experi- 
ment were manipulated m a 2x(2*2) = 8 case 
fully crossed factorial design. 


4.5. Between-subjects factor 

Financial risk (leverage) was analysed between- 
subjects in experiments I and II. Analysing this 
factor between subjects halved the number of cases 
that the subjects had to process. Subject variables 
(for example, personal differences and biases) are 
not controlled in a between-subjects design.!š This 
meant that the leverage factor was given the 
greatest possible chance of being insignificant in 
both experiments. 


4.6. Within-subjects factors 

All other factors were analysed within-subjects 
in both experiments resulting in an “efficient’ use 
of subjects. 

However, there are potential problems associ- 
ated with a within-subjects design. A primary con- 
cern is that the sequential appearance of the treat- 


16 The subjects were advised that the restrictiveness of cov- 
enants should be taken to mean absence of slack or how ‘tight’ 
they are. It is accepted that the restrictiveness of a covenant 
package is a function of both the number of covenants and 
how tight they are but, at the pre-pilot stage, senior loan offi- 
cers expressed a preference for the term restrictive to capture 
the absence or presence of slack around a covenant. 

17 The subjects were advised that not waiving meant impos- 
ing sanctions on the borrower, such as increasing the interest 
rate, increasing or seeking collateral, imposing further cove- 
nants or seeking an acceleration of loan repayments. 

18 Unlike a within-subjects design where subjects act as their 
own controls in the comparison among treatment effects. 


35 


ments may induce demand effects (Greenwald, 
1976; Harsha and Knapp, 1990). 

Prior research suggests that a necessary condi- 
tion for a demand effect to occur is the subject’s 
willingness to cooperate with the researcher so that 
the experimental data support the latter’s hypoth- 
eses (Harsha and Knapp, 1990). As the subjects 
were senior loan officers, with strong personal 
views on most technical issues, this was considered 
to be less likely to occur than, say, in an experi- 
ment involving students. Nevertheless, several 
measures were taken to alleviate this potential 
problem. 

First, a camouflaging strategy suggested by 
Greenwald (1976) was used. Two extraneous var- 
lables (accounting policy changes with no cash 
flow implications) were also systematically manip- 
ulated in both experiments in an attempt to draw 
some attention away from the treatment variables. 

Second, during the initial oral introduction to 
the experiments, subjects were advised that: 


“The specific questions to be dealt with are 
at the end of each of the cases. There are no 
“right” or “wrong” answers to the questions 
asked. I am simply seeking to elicit what you 
are likely to propose in each case.’ 


Similar statements have been made in prior 
experimental studies in an effort to avoid demand 
effects (for example, Pany and Reckers, 1980). 

The potential for order effects and practice ef- 
fects was also recognised (Greenwald, 1976; Kep- 
pel, 1991). Accordingly, partial counterbalancing 
procedures were used in the following manner.’ 
First, the order in which the two experiments were 
presented to the subjects was rotated. Second, the 
order in which the cases were presented was 
randomised. 


4.7. Factor levels 
4.7.1. Financial risk—experiments I and IT 

Two levels of the financial risk factor were used. 
They were low and high leverage representing fa- 
vourable and unfavourable levels, respectively. 

Low and high leverage was determined relative 
to the median debt/equity ratio for listed firms in 
the retail industry as reported in the 1995 edition 
of the Stock Exchange Financial and Profitability 
Study. The debt/equity ratios of the firms with 
‘low’ financial risk are approximately 38% of the 
industry median (50.7%) as opposed to the debt/ 
equity ratios of the firms with the ‘higher’ financial 
risk, which approximate to 142% of the industry 
median. Several senior loan officers were able to 


'9 Complete counterbalancing is an arrangement in which all 
possible sequences of treatment conditions and every sequence 
is administered the same number of times, thereby neutralising 
any order or practice effects (Keppel, 1991). 
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satisfactorily discriminate between the levels of fi- 
nancial risk during the pre-pilot and pilot stages 
of the study. 


4.7.2. Security—experiments I and H 

Two levels of the security factor were used. The 
favourable level indicated that the security for the 
loan was a first mortgage over (general purpose) 
real estate. The lenders’ exposure was set at less 
than 65% of the current value of the property, as 
several senior leaders indicated that an exposure in 
excess of 65% of current valuation would not be 
considered to be a fully secured position. The 
unfavourable level simply stated that the loan was 
unsecured,” 


4.7.3. Management reputation—experiment I 

Two levels of the management reputation factor 
were used. The favourable level indicated that the 
management team had a positive reputation for 
competence and integrity in the private debt mar- 
ket and had a good track record of managing loan 
facilities. The unfavourable level depicted the 
management as a team whose reputation m the 
private debt market was unknown.”! 


4.7.4. Reason for technical default—experiment IT 

Two levels of the factor were used. The favour- 
able level was portrayed as an impending breach 
of a financial covenant, requiring the borrower to 
maintain a minimum current ratio, caused purely 
by a change in an accounting standard.” 

The unfavourable level was portrayed as an ac- 
tual deterioration in operating performance due to 
the loss of a major customer which resulted in the 
discontinuation of a major product line and a 
large inventory write-down. Once again, the cov- 
enant being breached was a minimum current 
ratio. 


20 Unsecured bank loans account for a significant proportion 
of corporate debt (Cotter, 1998). 

21 The management was portrayed as a team whose reputa- 
tion was unknown rather than unsatisfactory in order to main- 
tain the credibility of the simulated loan application. Discus- 
sions with a focus group of senior loan officers confirmed that 
a particularly negative assessment of management’s com- 
petence and integrity was likely to result in the loan application 
being rejected, thereby making the experimental task 
redundant. I 

22 As financial risk was one of the independent variables be- 
ing manipulated in this experiment, it was considered best not 
to simulate a breach of a gearing or related covenant. Mather 
(1999:66) provides evidence that a mmimum current ratio is a 
relatively common financial covenant in Australian private 
debt contracts. Moreover, in preliminary (pre-pilot) discus- 
sions, several senior loan officers indicated that they would nor- 
mally expect to see such a covenant in a retailer’s debt contract. 
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5. Results 


5.1. Statistical techniques and tests of cssumptions 
The analysis of variance (ANOVA) technique 
was used to analyse and test the data. The use of 
ANOVA is also consistent with prior experiments 
using factorial designs in a bank lending context 
(Danos et al., 1989; Sami and Schwartz, 1992). 

As Table 1 indicates, all means for the factors 
in both experiments were in the hypothesised 
direction. 

Notwithstanding the fact that the model, 
especially with a balanced design, is ccnsidered to 
be robust to violations of the assumptions of 
normality and homogeneity of variance, the valid- 
ity of these assumptions were examined. A review 
of the ‘Normal Q-Q plots’ for the data gathered 
in both experiments indicated that the data are 
normally distributed. Homogeneity of variance 
was tested using the Cochran C and Bartlett-Box 
F tests. These test statistics were not significant 


(p >0.05).2 


5.2. Main effects-determinants of financial growth 
The overall ANOVA summaries are presented 
in Table 2 (number of covenants) and Table 3 


(tightness). 


5.2.1. Financial risk 

Hypothesis 1 proposed that loan officers will 
utilise a more restrictive set of financial covenants 
in the bank loan contract of a borrower with rela- 
tively high financial risk. Tables 2 and 3 show 
mixed results. The difference in the number of cov- 
enants was not significant (p = 0.860), while the 
assessment of how tight such covenants would be 
was significant (p = 0.021). This suggests that 
many loan officers respond to an increased poten- 
tial for post-contractual opportunism on the part 
of borrowers with high financial risk by imposing 
tighter, rather than a greater number of, financial 
covenants. 

Many of the financial covenants commonly used 
to address some of the problems directly associ- 
ated with high financial risk, such as claim dilu- 
tion, are interrelated. For example, a maximum 
debt ratio and a requirement to maintain a mini- 
mum level of net tangible assets use similar ac- 
counting numbers and achieve similar objectives. 
Accordingly, the loan officers’ focus on tightness 
rather than the number of covenants would appear 
to be rational. 


23 To decrease any possible skewness of the distributions, the 
analysis was also run using the data transformat.on Log(x+1). 
Transformations in analysis of variance are used to achieve 
homogeneity of variance and normality of distributions (Kep- 
pel, 1991). The results were consistent with thos2 discussed in 
Sections 5.2 to 5.4. 
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Experiments I and J: Factor means and standard deviations 


Factors and factor levels 


Mean 
Financial risk 
i Low 
ii High 


4.26 
4.31 


Management reputation 
i Positive 
ii Unknown 


3.98 
4.60 


Reason for technical default 
i Accounting Std. change 
ii Actual deterioration 


NIA 
N/A 


Security 
i Yes 
ii No 


3.78 
4.79 


Number of 
covenants ` 


Std Dev 


1.40 
1.22 


1.34 
1.20 


N/A 
N/A 


1.32 
1.09 


Tightness Likelihood of walver 
(1) (2) 


Mean Std Dev Mean Std Dev 


2.89 
3.78 


3.74 
3.29 


N/A 
N/A 


4.19 
2.84 


N/A 
N/A 


2.69 
3.98 


4.47 
2.56 


2.08 
4.59 


Notes: (1) The Likert scale ranged from 1 (very restrictive) to 7 (not restrictive) 
(2) The Likert scale ranged from 1 (waive) to 7 (not waive) 


Table 2 
Experiment I - Analysis of variance summary 


Association between loan officers’ assessments of the number of covenants and borrower and/or contract-specific 


characteristics 


Source df 


Main effects 

Financial risk (FR) 
Management reputation (MR) 
Security (S) 


1,46 
1,46 
1,46 


‘Two-way interactions 
FR x MR 

FRxS > 

MR xS 


1,46 
1,46 


Three-way interaction 
FRxMRxS 


5.2.2. Management reputation 

Tables 2 and 3 indicate that the main effects for 
management reputation (p = 0.000) were signif- 
cant. This supports hypothesis 2, which proposed 
that loan officers will utilise a more restrictive set 
of financial covenants in the bank loan contract of 
a borrower whose management team is unknown. 

This result is consistent with the proposition 
that the need to provide lenders with a signal 
about impending difficulties, and the need for 


MS Significance 
0.860 


0.000 
0.000 


0.715 
0.378 
0.900 


0.065 





managers to preserve their reputation in debt mar- 
kets provides incentives for the employment of a 
more restrictive set of covenants where manage- 
ment reputation is unknown. | 


5.2.3. Security 

Hypothesis 3 implies significant main effects for 
the security factor. The hypothesis proposed that 
an unsecured loan would be associated with a 
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more restrictive set of financial covenants. As can 
be seen from Tables 2 and 3, these main effects are 
significant (p = 0.000) and the hypothesis is 
supported. 

This result is consistent with the proposition 
that, when loans are secured, the potential for con- 
flicts between secured lenders and borrowers are 
reduced. This is because lenders’ claims over spe- 
cific assets limit the scope for asset substitution 
and claim dilution. 


5.3. Interaction effect—management reputation x 
security (on tightness) 

Interactions are specifically concerned with the 
joint effects of two or more independent variables 
and are unique to the factorial design. The AN- 
OVA summary in Table 3 shows that the effect of 
the two way interaction, management reputation 
x security, was significant (p = 0.037). The rele- 
vant interaction means are shown in Table 4 and 
are plotted in Figure 1. 

The first set of simple effects was tested by com- 
paring the security factor at each separate level of 
the management reputation factor. A comparison 


Table 3 
Experiment I - Analysis of variance 
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of the means 5.23 and 3.08 shows that, where 
management reputation is positive, the security ef- 
fect is significant (F = 61.78, p = 0.000). Simi- 
larly, a comparison of the means 3.65 and 1.98 
shows that the security effect is also significant 
when management reputation is unknown (F = 
39.67, p = 0.000). The second set of simple effects 
was tested by comparing the management repu- 
tation factor at each separate level of the security 
factor. A comparison of the means 5.23 and 3.65 
shows that when the loan is secured, the effect of 
management reputation is significant (F = 31.17, 
p = 0.000). However, a comparison of the mean 
3.08 and 1.98 indicates that, when the loan is 
unsecured, this effect is not significant (F = 3.30, 
p = 0.073). The Tukey HSD tests (at the 0.05 
level) confirmed these results. 

This analysis shows that, when the loans are se- 
cured, covenants imposed when management rep- 
utation is positive are less restrictive than those 
imposed when management reputation is un- 
known. However, this is not the case when loans 
are unsecured. Accordingly, the main effect for 
management reputation discussed earlier requires 


summary 
Association between loan officers’ assessments of the tightness of covenants and borrower and/or contract-specific 


characteristics 


Source 

Main effects 

Financial risk (FR) 
Management reputation (MR) 
Security (S) 


Two-way interactions 
FR x MR 

FR xS 

MR xS 


Three-way interaction 
FRxMRxS 


Table 4 


MS F Significance 


0.021 
0.000 
0.000 


0.315 
0.080 
0.037 


0.309 


Experiment I - Interaction means for loan officers’ assessments of the tightness of covenants: management 


reputation x security 


Management reputation 


Positive 
Unknown 


Security 
No 


3.08 
1.98 


Yes 


5.23 
3.65 


Note: (1) The Likert scale ranged from 1 (very restrictive/tight) to 7 (not at all restrictive/tight) 
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Experiment I - Interaction means for loan officers’ assessments of the tightness of covenants: management 


reputation — security 
Management reputation — security - interaction 


positive 


— Secured 
~~ - - Unsecured 


Management reputation 


some qualification to recognise this interaction 
with security. While this result may seem unusual, 
the descriptive statistics in Table 4 indicate that the 
security effect is dominant. Where the loan is 
unsecured, lenders indicate that covenants im- 
posed are very tight with only an insignificant dif- 
ference between borrowers whose management 
reputation is positive as opposed to unknown. 


5.4. Waiver decision 
The overall ANOVA summary is presented in 
Table 5. 


5.4.1. Financial risk 

Hypothesis 4 proposed that loan officers are less 
likely to waive the technical default on a financial 
covenant by a‘borrower with relatively high finan- 
cial risk. Consistent with this hypothesis, Table 5 
shows that the main effect for the factor, financial 
risk, was significant (p = 0.007). The experimental 
design controlled for the borrower’s IOS, thereby 
overcoming a criticism of the prior archival study 
(Chen and Wei, 1993). 

This result supports the proposition that ra- 
tional lenders are likely to foresee the greater in- 
centives for borrowers with high financial risk to 
engage in post-contractual opportunism and the 
increased likelihood of debt service default. Ac- 
cordingly, in the event of a technical default, they 
are likely to take action to protect their position, 
such as to seek additional security, increase the in- 





terest rate or even demand repayment of the loan, 
rather than waive the technical default. 


5.4.2. Reason for technical default 

As can be seen from Table 5, the main effect for 
the factor, reason for technical default, was signifi- 
cant (p = 0.000). This supports hypothesis 5, 
which proposed that loan officers are less likely to 
waive the technical default on a financial covenant 
where such a default is caused by an actual dete- 
rioration in the borrower’s financial position, as 
opposed to a default caused by a change in an 
accounting standard. This is consistent with the 
argument that a potential, or actual technical, de- 
fault would result in lenders re-evaluating bor- 
rower risk with a view to exercising one or more 
of the options available to them to protect their 
position. However, if the technical default is 
caused solely by a change to an accounting stan- 
dard, there is no change in borrowers’ cashflows 
and/or risk and it would be expected that lenders 
would waive the default. Given that a reputation 
for reasonableness is important for lenders in pri- 
vate debt markets, the opportunity cost to lenders 
of not granting a waiver in these circumstances 
would appear to be high. 


5.4.3. Security 

Hypothesis 6 suggests a significant main effect 
for the security factor. This hypothesis proposed 
that loan officers are less likely to waive the breach 


Table 5 
Experiment II - Analysis of variance 
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summary 
Association between loan officers’ assessments of the Hkelibood of waiving technical default and borrower and/or 


contract-specific characteristics 


Source 


Main effects 

Financial risk (FR) 

Reason for tech. default (RD) 
Security (S) 


Two-way interactions 
FRx RD 

FRxS 

RDxS 


Three-way interaction 
FRxRDxS 





of a financial covenant where the loan is 
unsecured. As can be seen from Table 5, the main 
effect was significant (p = 0.000) and the hypo- 
thesis is supported. 

This result is consistent with the proposition 
that, where a loan is secured, rational lenders are 
likely to realise that the incentives for borrowers 
to engage in post-contractual opportunism are re- 
duced. Accordingly, they are more likely to waive 
the technical default. 


5.5. Temporary ys. unconditional waiver 

A waiver of a technical default on a covenant 
in a bank loan contract could be temporary or un- 
conditional. Subjects who indicated that they were 
more likely to waive the breach were also asked to 
indicate, on a Likert scale, whether such a waiver 
was likely to be temporary or unconditional. The 
Likert scale ranged from 7 (waive temporarily) to 
1 (waive unconditionally). 

The mean response was 4.8 suggesting that 
many loan officers waived breaches on a tempo- 
rary as opposed to an unconditional basis. It must 
be remembered that this result is based on a self- 
selected sample and as such must be considered 
exploratory, pending further research. Neverthe- 
less, it highlights one of the problems faced by 
Chen and Wei (1993) and Beneish and Press (1993) 
in their studies of lenders’ responses to technical 
default and the implications of technical default. 
Since they rely on publicly available archival 
information, it is usually not possible to ascertain 
the precise terms of a waiver; more specifically, the 
distinction between a temporary and uncondi- 
tional waiver cannot be made with certainty. 
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6. Conclusions and limitations 


These are the first behavioural experiments exam- 
ining specific debt contracting processes, such as 
the choice of financial covenants and lenders’ re- 
sponses to technical default, reported in the litera- 
ture. The research also helps to address the lack 
of prior research into such contracting processes 
in the Australian private debt market. The behav- 
ioural approach facilitated studying qualitative 
variables that are difficult to examine in archival 
research. 

In experiment I, the main effects for the factors 
management reputation and security were signifi- 
cant, supporting the hypotheses that they are de- 
terminants of covenants in bank loan contracts. 
The factor financial risk provided mixed results, 
suggesting that many loan officers respond to the 
increased potential for post-contractual opportun- 
ism by borrowers with high financial risk by im- 
posing tighter rather than more financial cove- 
nants. Since many of the financial covenants 
commonly used to address some of the problems 
directly associated with high financial risk, such as 
claim dilution, are interrelated, the loan officers’ 
focus on tightness rather than the number of cov- 
enants appears to be rational. 

A seemingly unusual two-way interaction be- 
tween management reputation and security was 
also noted. This was driven by a dominant security 
factor, with lenders indicating that where loans 
were unsecured, covenants imposed were very 
tight, with only a marginal difference between bor- 
rowers whose management reputation was positive 
as opposed to unknown. This apparent dominance 
of the security variable warrants further investi- 
gation—for example, the effect of specitic types of 
security on the covenant package. 
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The main effects of the three factors examined 
in experiment II were also significant. These were 
consistent with the hypotheses that loan officers 
are more likely to waive the technical default on a 
financial covenant by a borrower with relatively 
low financial risk, a secured loan or where the de- 
fault is caused solely by a change in an accounting 
standard. Loan officers who stated that they were 
more likely to waive the breach also indicated that 
they were likely to waive breaches on a temporary, 
as opposed to unconditional, basis. However, the 
latter finding should only be considered 
exploratory. 

As is the case with most experiments, one has 
to be cautious in generalising these results beyond 
the subjects or the specific context of the study— 
in particular, the industry sector studied. 

The degree of artificiality necessarily inherent in 
experimental methodology also introduces several 
limitations that are specific to this research. First, 
it is apparent from the academic and professional 
banking literature that the terms of debt contracts, 
including any covenants therein, are the outcome 
of negotiation between borrowers and lenders. 
Experiment I only studies the ‘supply’ side of such 
covenants. While steps were taken to emphasise to 
subjects the need to consider the effect of normal 
market conditions and constraints, it is possible 
that some subjects responded with desired out- 
comes as opposed to more realistic or likely out- 
comes. A mitigating factor is that the borrower in 
this experiment was a medium sized private com- 
pany. There is anecdotal evidence from the Aus- 
tralian private debt market to suggest that such 
entities do not have the same degree of ‘negotiat- 
ing power’ and sophisticated management to ne- 
gotiate contract terms as do larger and/or listed 
companies. 

Second, it is acknowledged that loan officers’ 
decisions on many contractual terms such as cov- 
enants, security, term and interest rates are likely 
to be interrelated (Day and Taylor, 1995:397). As 
a necessary limitation of the methodology, experi- 
ment I required subjects to make decisions on cov- 
enants with these terms given. 

Third, the research studied loan officers’ behav- 
iour at a specific period in time: more specifically, 
when the debt market was quite competitive and 
during a period of economic growth. There is an- 
ecdotal evidence to suggest that such behaviour 
may vary. For example, relatively restrictive cov- 
enants and a relatively inflexible attitude towards 
technical default are likely during times of high 
debt service default. Accordingly, replication and/ 
or longitudinal studies are desirable to support the 
generalisability of these results. 

A survey of managers of Fortune 500 firms in 
the US found that covenants (together with pro- 
jected cash flows, dilution of shareholders’ claims 
and project risk) were considered to be a primary 
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issue in financing decisions (Pinegar and Wilbricht, 
1989). Accordingly, apart from the contribution to 
the academic literature, this study of the restric- 
tiveness of financial covenants and lenders’ waiver 
decisions is of potential interest to financial man- 
agers. Additionally, the significant result relating 
to the factor, reason for technical default, should 
be of interest to accounting standard setters in the 
context of planned changes to accounting 


standards. 

Appendix I 

Summary of the information given to 
subjects 


Experiment I 

a) Background information about the borrower 
including industry, markets, suppliers, 
distributors and employee relations; 

b) Information about the loan (including 
purpose, term, and interest rate) that had been 
previously approved following the bank’s normal 
credit evaluation procedures; 

c) Three years’ financial information comprising 
profit and loss statements, balance sheets and 
summary notes thereon; | 

d) A comparison of a range of the borrower’s 
financial ratios with industry benchmarks; 

e) Other information including details about the 
different levels of security and management 
reputation; and 

f) An outline of the task to be performed. 


Experiment IT 

a) Background information about the borrower 
including industry, markets, suppliers, 
distributors and employee relations; 

b) Information about the loan that was originally 
approved (including purpose, term, and interest 
rate) and subsequent debt servicing; 

c) Three years’ financial information comprising 
profit-and-loss statements, balance sheets and 
summary notes thereon; 

d) A comparison of a range of the borrower’s 
financial ratios with industry benchmarks; 

e) Other information, including details about the 
different levels of security and reasons for the 
breach; 

f) Circumstances surrounding the breach of 
covenant; and 

g) An outline of the task to be performed. 
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An examination of the information content 
of Danish earnings and cash flows 


Thomas Plenborg* 


Abstract--This study examines the information content of earnings and cash flows on the basis of Danish data. 
The study is motivated by the recent implementation of the Danish cash flow standard RV 11. No prior studies 
have examined the information content of Danish cash flows. In addition, the results of non-Danish cash flow 
studies are not consistent. Thus, there is no clear evidence as to whether cash flows have incremental information 
content beyond that of earnings. Finally, most cash flow studies focus only on cash flow from operations (CFO). 
This study also examines the information content of cash flow after investments (CFAI) and net cash flow (NCF). 
The results of the various tests are generally consistent with the following statements: (1) earnings are relatively 
more informative than cash flows; (2) the aggregated effect of cash flows has incremental information content 
beyond that of earnings: (3) after controlling for the effect of earnings, CFO (NCF) is negatively (positively) 
associated with the contemporaneous annual stock return at conventional significance levels. The coefficient on 
CFAI is not statistically different from zero; (4) over longer return intervals, the incremental information content 


of cash flows beyond earnings is maintained. 


1. Introduction 


This study examines the information content of 
Danish earnings and cash flows. The study is mo- 
tivated by the recent implementation of the Danish 
cash flow standard RV 11, which became effective 
on 1 July, 1996. RV 11 requires Danish listed com- 
panies to report a cash flow statement in addition 
to the traditional financial statements: mcome 
statement and balance sheet. Although prior 
studies have examined similar research questions 
on the basis of non-Danish data, no prior study 
has compared the information content of Danish 
earnings and cash flows. An examination of Dan- 
ish earnings and cash flews is also interesting in 
the light of the increasing trade across borders. In 
1993, 5% of the total market value of Danish listed 
companies was owned by foreign investors. By 
1995, this had increased to approximately 18% and 
is expected to increase to 30% by 1998 (Andersen, 
1996). This leads to an increased need among in- 
vestors outside Denmark to obtain knowledge 
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about the information content of Danish earnings 
and cash flows.} 

Existing empirical evidence is not conclusive 
with respect to the information content of cash 
flows. Based on US data, Rayburn (1986), Wilson 
(1986 and 1987), Bowen et al. (1987), Livnat and 
Zarowin (1990) and Ali (1994) all find that cash 
flows have incremental information content be- 
yond that of earnings. Using Finnish and UK 
data, respectively, Kinnunen and Niskanen (1993) 
and Clubb (1995) obtain simular results. On the 
other hand, applying US data Bernard and Stober 
(1989) find that cash flows have no incremental 
information content beyond earnings. Ali and 
Pope (1995) argue that one reason for the incon- 
sistency among the various cash flow papers may 
be that earnings are relatively more informative in 
some countries than others. Plenborg (1996) finds 
some evidence which indicates that Danish earn- 
ings are more informative than US earnings. Using 
the argument put forward by Ali and Pope (1995) 
it could therefore be expected that Danish cash 
flows have no incremental information content be- 
yond Danish earnings. 

Another motivation for this study is that most 
studies examining the information content of cash 
flows focus only on the working capital from op- 
erations (WCFO) and cash flow from operations 
(CFO). Given that WCFO contains a high level of 
accruals, CFO is the only pure cash flow measure 


l The assumption underlying this argument is that investors 
in Denmark behave in a manner similar to that of investors 
outside Denmark. 
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which has been examined thoroughly. However, in 
practice cash flow after investment (CFAD) is fre- 
quently used. Dechow (1994) finds that the 
information content of net cash flow (NCF) seems 
to be higher than that of CFO. This study there- 
fore examines the information content of these 
cash flow measures as well. Finally, as mentioned 
above, the evidence resulting from previous cash 
flow studies has been inconsistent with respect to 
the incremental information content of cash flows 


beyond earnings. Both Easton et al. (1992) and. 


Dechow (1994) find empirical support for a 
stronger association between the contemporaneous 
stock return and earnings/cash flows over long re- 
turn intervals. Given that the incremental informa- 
tion content of cash flows beyond earnings has not 
been examined in relation to return intervals be- 
yond one year, this study examines the incremental 
information content of cash flows beyond earnings 
using return intervals of one and four years. 

Based on Danish data, this study finds that 
earnings are relatively more informative than 
various cash flow measures. However, the aggre- 
gated effect of cash flows has incremental informa- 
tion content beyond earnings. Further, the indivi- 
dual cash flow variables CFO and NCF both have 
incremental information content beyond that of 
earnings. CFO is negatively associated with the 
contemporaneous stock return, and NCF is posi- 
tively associated with it. A negative coefficient on 
CFO indicates that investors respond more 
favourably to one dollar of current accruals than 
to one dollar of investment; a positive coefficient 
on NCF indicates that investors respond more 
favourably to one dollar of NCF than to one dol- 
lar of financing (see Section 2.1 below). The coeff- 
cient on CFAI is not statistically different from 
zero. Over longer return intervals, the incremental 
information content of cash flows beyond earnings 
is maintained. Overall, these findings empirically 
justify the inclusion of a cash flow statement in 
Danish financial statements. 

This study proceeds as follows: First, the sample 
and data used in this study are described. Second, 
the methodology applied in this study is outlined. 
Finally, the empirical results are presented and dis- 
cussed and conclusions are drawn on the basis of 
these results. 


2. Data and sample description 


The data are obtained from Account Data DK, 
which is a comprehensive database containing all 
financial statement information (with the excep- 
tion of the directors’ report) relating to companies 
listed at the Danish stock exchange since 1983. 
The sample period spans from 1983 to 1992 with 


ACCOUNTING AND BUSINESS RESEARCH 


an average of 121 observations? each year. The 
sample comprises companies representing the com- 
mercial, service and manufacturing industries? At 
least two years of consecutive observations for all 
the variables of interest are required to be able to 
calculate the unexpected component of each vari- 
able on the basis of the random walk assumption. 
Where a company changed its financial year-end, 
the corresponding company-year was deleted. 

Companies on the Danish stock market may is- 
sue both A and B classes of common stocks, as 
well as preferred stocks.* In this study, the B class 
have been used to calculate the stock return as 
these stocks are most commonly traded and there- 
fore most likely to reflect the underlying economic 
reality. However, in a few cases the preferred class 
or A class have been used rather than the B class, 
due to the fact that much longer time series are 
available for these stocks as compared with the B 
class.> 

In the empirical literature four measures of cash 
flow are generally applied: 


e working capital from operations (similar to 
cash earnings) (WCFO); 

e cash flow from operations (CFO); 

e cash flow after investments/free cash flow 
(CFAN); | 

e net change in total cash flow (includes operat- 
ing, investment and financial cash flows) 


(NCF). 


While most empirical studies have focused on 
CFO and WCEFO (e.g. Rayburn, 1986, Wilson, 
1986/87 and Al 1994}, only a few studies have 
examined the usefulness of the CFAI and NCF 
(Livnat and Zarowin, 1990 and Clubb, 1995, ex- 
amine variations of the CFAI and NCF). This 
study examines all three cash flow measures, as 
well as three accrual-based performance measures: 
net income (ND, comprehensive income (CD and 
WCFO.5 Because of the flexibility built into the 
Danish accounting system, several accounting 


items are allowed to bypass the income statement. 


2 After deletion of outliers. Several deletion procedures have 
been applied in this study without affecting the results reported. 
The deletion procedure applied in the results reported in this 
study is as follows: all absolute change (level) specifications of 
earnings and cash flows greater than two (three) are deleted. In 
general, 2—5% of the sample is deleted due to outliers. 

3 Certain property companies are included as well. 

4 A-class common stocks typically contain ten times as many 
votes as B-class common stocks. In rare cases, companies may 
have three classes of common stocks (including a C-class of 
common stock). In such cases, C-class common stocks typically 
share the same voting properties as B-class common stocks. 

5 An example of this is the Progress shipping company where 
the stock return is calculated on the basis of the A-shares. An 
informal calculation also shows that companies with different 
share classes generate approximately the same return for each 
share class. 

6 In line with Bowen et al. (1987), this study regards WCFO 
as an accrual-based performance measure. 
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This explains the inclusion of CI in this study (see 
Plenborg, 1996).? In Appendix A, the definition of 
the variables examined is outlined. 

In the period covered by this sample, Danish 
Generally Accepted Accounting Principles 
(GAAP) did not require companies to provide a 
cash flow statement. To determine the variables 
used in this study, a cash flow statement has there- 
fore been constructed on the basis of information 
taken from the income statement, balance sheet 
and notes. This is in line with prior research on 
this issue (see Bernard and Stober, 1989). How- 
ever, due to limitations in the disclosure of Danish 
listed companies, there is likely to be some noise 
in the Danish cash flow estimates. This noise may, 
for example, be created by the following: 

e the distinction between realised and unrealised 
gains and losses on financial assets and mar- 
ketable securities; 

e the cash flow content of extraordinary items; 

e foreign currency translation and transactions; 

e the lack of any disclosure requirement in rela- 
tion to groups prior to 1992 (most groups dis- 
closed information on a voluntary basis); 

e the cash flow content of ‘sundries related to 
shareholders’ equity’; 

e changes in accounting principles. 


In a related study, Plenborg (1996) finds that the 
information content of cash flows increases when 
estimated cash flow measures containing a high 
level of measurement error are removed from the 
sample. In this study, observations will be deleted 
if differences exist between the actual and the es- 
timated cash flows. However, the actual cash flow 
measure is only available for the NCF. The 
deletion procedure is therefore applied only in re- 
lation to the NCF. In this study the NCF estimate 
is deleted if it deviates from the actual NCF by +/ 
—10%. This eliminates about 40% of the 
observations.® 


2.1. Model specification 

In line with Harris et al. (1994), this study com- 
pares the information content of earnings and cash 
flows by comparing the explanatory power of the 
following two specifications: 


Re = Mp ta, ANI/P, +a,NIP, +e, (la) 
R,,=%+a,4cash flow proxy; Pit 
œ cash flow proxy,/P,. +e, (1b) 


T As both earnings measures yield identical results only the 
results of NI will be reported. 

Š Jt should be noted that this deletion procedure might be 
inappropriate. Biases in CFO might be offset by other biases 
in investments and/or finances. Consequently, in order to ex- 
amine the impact of this deletion procedure, the test will also 
be made with the complete sample. 
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Recent innovations in earnings-return models sug- 
gest that the current level of earnings, together 
with changes in earnings, each deflated by the mar- 
ket value of equity, provide a better proxy of un- 
expected earnings than the change variable alone 
[Easton and Harris (1991), Ohlson and Shroff 
(1992) and Strong and Walker (1993)]. Ali and 
Pope (1995) obtain identical results for cash flows. 
Both a change and a level specification of earnings 
and cash flows are therefore used in this study.*!6!! 
Two different return specifications are employed 
in this study: market-adjusted return!* and size-ad- 
justed return.!3 Further, 12-month return windows 
finishing 0, three and six months after the financial 
year-end are used. This ensures that relevant 
information releases occur within the return win- 
dow applied. In order to examine whether the ex- 
planatory power of accrual and cash flow-based 
performance measures are significantly different 
from each other, Voung’s (1989) Z-statistics are 
applied. Dechow (1994) applies this methodology 
when comparing the explanatory power of US 
earnings and cash flows. 

The incremental information content of cash 
flows beyond that of earnings is examined in a 
multiple regression framework similar to that used 
by Bowen et al. (1987) and Ali (1994): 


Ra = Bot B,ANCF,,+8,NCF;,+ 8,4 CFALI,+ 
B,CFAL,+B,ACFO,+B,CFO,+ 
B,AWCFO,,+ 8B, WCFO,,+ 


Bo ANL +B NL, (2a) 


In examining earnings and cash flows as compet- 
ing performance measures, Dechow (1994) finds 
that the information content of both earnings and 
cash flows increases as the return interval length- 
ens. However, considering earnings and cash flows 


9 The application of a change and level specification is also 
in line with Ohlson’s (1991) model which includes both earnings 
level and book value. The first-difference of earnings and book 
value equals the change and level specification of earnings. 

10 In this context it is important to note that the time-series 
properties of Danish earnings and cash flows are remarkably 
similar to the time-series properties of US earnings and cash 
flows (Plenborg, 1996). 

11 Ali and Zarowin (1992) show that the sum of the coeffi- 
cients on the level and change variables gives the coefficient on 
the unexpected component of earnings (cash flows). 

12 The market-adjusted return is calculated as the raw return 
for company, less the value-weighted market return based on 
the total Danish market index. 

13 One problem in relation to size-adjusted return is that 
when relatively small samples (e.g. the Danish stock market) 
are used a trade-off has to be made between an increased versus 
a decreased number of portfolios. If more portfolios are used, 
the impact of an extreme observation will be more severe than 
if fewer portfolios are used. On the other hand, if fewer port- 
folios are created, the size-related return might be more difficult 
to detect. In this study five portfolios are used. 


46 


measured over longer return intervals as comple- 
mentary performance measures has not received 
any attention in the literature. Given mixed evi- 
dence as to whether cash flows have incremental 
information content beyond that of earnings, this 
study examines whether more consistent results are 
obtained using longer return intervals. 

As pointed out by Easton et al. (1992) and De- 
chow (1994), measurement errors in earnings and 
cash flows decrease as the return interval is ex- 
tended.'* Thus, by employing longer return inter- 
vals, it is possible to measure the incremental 
information content of cash flows beyond that of 
earnings with only limited measurement errors in 
earnings and cash flows variables. Since measure- 
ment errors in both earnings and cash flows are 
expected to decrease as the return intervals 
lengthen, it is difficult to predict whether, over 
longer return intervals, cash flows will have incre- 
mental information content beyond that of earn- 
ings. To examine the incremental information con- 
tent of cash flows beyond earnings, the following 
model is specified: 


AR; = Bot B,ANCFy/Pigt B,ACFAL/Pigt 
B,ACFO,,/P,.+B,AWCEO;/P+ ANT! 
Pte, (2b) 
where AR, equals price at time T (T=1,2,3,4) 
plus accumulated dividends over the return period 
minus price at the beginning of the return period 
(P,) and then divided by P, for company,. 
ANCF,,, ACFAI,,, ACFO,, AWCFO,, and ANI, 
equal the sum of NCF, CFAI, CFO, WCFO and 
NI per share, respectively, over the period 1 to T, 
for company,. 

As in Easton et al. (1992), only a level specifi- 
cation is applied. Easton et al. show that the effect 
of adjusting actual earnings for expected earnings 
would be reflected only in the regression’s esti- 
mated intercept, while the estimated slope coeffi- 
cient and R? would remain unaffected. Further, 
over longer return intervals, expected earnings de- 
pend less on information at date T = 0.15 

Specifications 2a and 2b correspond with the 
specification generally employed in the cash flow 
literature. Seventeen out of 19 studies which have 
examined the incremental information content of 
cash flows beyond earnings used a similar 
specification. 


14 Arbitrary cost allocation and timing and matching prob- 
lems are examples of measurement errors in earnings and cash 
flows, respectively. 

15 The justification for a level specification in Easton et al. 
rests on an assumption that the earnings capitalisation factor 
is cross-sectionally constant. This assumption may be strained 
when applied to long windows. Spurious coefficients on inde- 
pendent variables may result from the variables proxying for 
cross-sectional variation in risk and growth. 


ACCOUNTING AND BUSINESS RESEARCH 


The interpretation of specification 2a is as fol- 
lows!®: a positive coefficient on NCF indicates that 
investors respond more favourably to one dollar 
of NCF than to one dollar of financing. A positive 
coefficient on CFAI indicates that investors 
respond more favourably to one dollar of financ- 
ing than to one dollar of investment. A positive 
coefficient on CFO indicates that investors 
respond more favourably to one dollar of invest- 
ment than to one dollar of current accruals (CA). 
A positive coefficient on WCFO indicates that in- 
vestors respond more favourably to one dollar of 
CA than to one dollar of non-current accruals 
(NCA). Finally, a positive coefficient on NI indi- 
cates that NCA has information content condi- 
tional on the other variables in the specification. 
Bernard and Stober (1989) and Jennings (1990) 
discuss in detail the interpretation of similar 
specifications. 


3. Summary statistics 


Table 1 reports summary statistics. The levels of 
earnings and cash flows are similar to the earnings 
and cash flows reported in most prior studies. 
Moreover, the cash flow variables fluctuate more 
than accrual-based performance measures. For ex- 
ample, the standard deviation of CFAI is more 
than twice the standard deviation of NI. This also 
implies that a level specification is comparatively 
more appropriate to use in relation tc cash flows 
(due to a relatively higher proportion cf transitory 
items) as compared with earnings. It is also inter- 
esting to observe that in the period of interest 
Danish companies invested quite heavily in intan- 
gible, tangible and financial assets. While the mean 
(median) value of CFO is 0.137 (0.103) the mean 
(median) value of CFAI is — 0.082 (— 0.029). 


16 The interpretation is based on the following relationship 


Ry, = aota NCFi tay Fy tosh +e CA +a NCA +e). 


where F, L, CA, NCA are financing, investing, current accruals 
and noncurrent accruals, respectively. Replacing F, I, CA and 
NCA with CFAI-NCF, CFO-CFAI, WCFO-CFO and NI- 
WCFO yields 


CFAI,)+a4(WCFO,-CFO,,)+a,(Nly-WCFO,,)+6;,. 


This equation can be rearranged as 


= gt (a) -a,)NCF;.+(a,-0,)CFAL, +(a4-a,)CFO;, +(a - 
WCFO, +a,NI,, +6. 


WINTER 1999 


Table 1 
Summary statistics after deletion of bias cash flow measures 


Ne 


551 
551 
551 
551 
551 
551 


Mean 


0.067 
0.161 
0.137 
— 0.082 
0.019 
0.021 


N is the number of observations. 


` 
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Median 


0.069 
0.136 
0.103 


— 0.029 


0.009 


— 0.047 


. NI is the net income deflated by the beginning of period price. 
WCF0O is the working capital from operation deflated by the beginning of period price. 
. CFO is the cash flow from operation deflated by the beginning of period price. 
. CFAI is the cash flow after investments deflated by the beginning of period price. 
NCF is the net cash flow including the change in marketable securities (available for sales) deflated by the 


beginning of period price. 


Retma is the market-adjusted return. It is calculated by deducting the value-weighted market return (total 
index) from the stock return of company, over the 12 months extending from nine months prior to the 
fiscal year-end to three months after the fiscal year-end. 


4. A comparison of the relative 
information content of accrual and cash 
flow-based performance measures 


Tables 2 and 3 present the results of the compari- 
son of the information content of earnings and 
cash flows. 

In the pooled regressions as well as in the annual 
cross-sectional regressions, the accrual-based 
performance measures (NI and WCFO) have an 
information content which is greater than that of 
any of the cash flow measures. The explanatory 
power of NI and WCFO taken from the pooled 
sample is consistently higher than the explanatory 
power of any of the three cash flow measures. 
While the explanatory power of NI and WCFO 
fluctuates between 9.0 and 15.4, the explanatory 
power of the three cash flow measures varies be- 
tween 0.0 and 4.4. In addition, the difference in 
information content between NI/WCFO and the 
three cash flow measures is significant at conven- 
tional significance levels. This finding is consistent 
across both market-adjusted returns and size-ad- 
justed returns. The annual cross-sectional regres- 
sions generally support the findings from the- re- 
gression using the pooled sample, although the 
Voung (1989) Z-statistics are often insignificant. 
The lack of significance (especially when NI and 
CFO/NCF are compared) is clearly due to the low 
number of observations. Accordingly, most weight 
is given to the results obtained in the pooled sam- 
ple in this study. 

As can be seen from Table 3, the results from 
one to four-year return windows remain similar to 
the results reported in Table 2 below. While there 
is some evidence which indicates that the differ- 





ence between the information content of NI/ 
WCFO and CFO/NCEF decreases as the return 
window is extended, both NI and WCFO remain 
relatively more informative than CFO and NCF. 
This result confirms the findings of Dechow 
(1994). While the explanatory power of NI and 
WCEO increases almost linearly with the length of 
the return window, the explanatory power of 
CFAI remains close to zero. On the basis of these 
tests it is therefore reasonable to conclude that ac- 
crual-based earnings measures are relatively more 
informative than various cash flow measures. This 
result supports the findings of Ali (1994) and De- 
chow (1994). 


4.1. The incremental information content of cash 
flows beyond the information content of earnings 

Tables 4 and 5 present the tests of the incre- 
mental information content of cash flows beyond 
earnings. First, a test is carried out which examines 
the null hypothesis that the coefficients on the cash 
flow variables are all equal to zero when NI and 
WCEFO are included in the model. As can be seen 
from Table 4, the F-ratio is significant at conven- 
tional significance levels in both the regression us- 
ing pooled data and in the annual cross-sectional 
regressions. On an overall basis the cash flow var- 
iables have incremental information content be- 
yond NI and WCFO. This is also in line with 
Bowen et al. (1987) who, on the basis of US data, 
find that CFO and CFAI together have incre- 
mental information content beyond that of the ac- 
crual-based performance measures (NI and 
WCFO). 
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When all accrual and cash flow-based perform- 
ance measures are included in the regression, the 
coefficients on the individual earnings measures NI 
and WCFO are positive and significant at conven- 
tional significance levels. This finding is valid for 
market-adjusted returns. When size-adjusted re- 
turn is used as dependent variable, both the coeffi- 
cient on NI and the coefficient on WCFO are posi- 
tive; however, only the coefficient on WCFO is 
significant at conventional significance levels. The 
annual cross-sectional regressions generally sup- 
port these findings. 

In the pooled regression, the coefficient on the 
individual cash flow variable CFO is negative and 
significant at conventional significance levels. This 
finding is valid across both return measures. Find- 
ings from the annual cross-sectional regressions 
are relatively more mixed. While the coefficient on 
CFO is positive in five out of eight years, it is neg- 
ative or zero in the remaining three years. In the 
pooled regression, the coefficient on CFAI is close 
to zero and not significant at conventional signifi- 
cance levels. This finding holds across both return 
metrics applied in this study. The findings ob- 
tained in relation to the annual cross-sectional re- 
gressions contradict the findings obtained in the 
pooled regression. In two (one) years the coeff- 
cient on CFAI is negative (positive) and significant 
at conventional significance levels. 

Several explanations can be given for these in- 
consistent findings. First, the sample employed in 
the annual cross-sectional regressions is very small, 
which means that the parameter estimates based 
on the annual cross-sectional regressions are as- 
sociated with greater uncertainty than is the case 
with the parameter estimates which are based on 
the pooled regression. On the other hand, the pa- 
rameter estimates resulting from the pooled re- 
gression are based on the assumption that the 
relationship between the accounting variables 
(earnings and cash flows) and the contemporane- 
ous stock return is stable across time. If this is not 
the case, biases will arise in the parameter esti- 
mates based on the pooled regression.!” 

On the basis of a pooled regression, the coeffi- 
cient on NCF is positive and significant at con- 
ventional significance levels. This finding holds 
across both return measures. Furthermore, the an- 
nual cross-sectional regressions are generally in 
line with the results obtained when the data are 
pooled. In six out of eight years the coefficient on 
NCE is positive. The coefficient on NCF is nega- 
tive only in two years. 

The incremental information content of cash 
flows beyond earnings is maintained as the return 
intervals are expanded from one to four years. 
When return windows between one and four years 


17 Additional tests below will address these deficiencies. 
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are applied, the null hypothesis that the coeffi- 
cients on the cash flow variables are all equal to 
zero is rejected at the 1% significance level.!8 Fur- 
ther, the coefiicient on CFO is negative and signifi- 
cantly different from zero when two and four year 
return windows are applied. The coefficient on 
NCF is positive across all four return windows 
and significantly different from zero when one to 
three year return windows are applied. Only the 
coefficient on CFAI is close to zero in all four re- 
turn windows. Thus, the results reported in Table 
5 are generally in Ime with the results reported in 
Table 4. These findings indicate that, even after 
controlling for measurement errors in earnings and 
cash flows, the information content of cash flows 
is maintained conditional on the information con- 
tent of earnings.) 


4.2. Sensitivity analysis 
A number of additional tests have teen carried 

out in order to examine the stability of the results 

reported above: 

1. A 12-month return window following the finan- 
cial year and a 12-month return window finish- 
ing six months after the financial year-end have 
been examined. In addition, NI has been re- 
placed by net income before extraordinary 
items. None of these changes affects the results 
reported above. 

2. When all observations are includec in the re- 
gression the results remain similar to the results 
reported above using a restricted sample. Only 
the coefficient on CFO decreases slightly. Thus, 
the results reported above are not affected by 
the exclusion of biased cash flow measures. 

Bernard’s (1987) analysis suggests that cross- 

sectional correlation in the residual terms is 

more severe in studies applying long return win- 

dows (e.g. one year). In order to assess the im- 

pact of cross-sectional correlation in this study, 

a randomisation procedure similar to the one 

outlined in Noreen (1989) and used by Ali and 

Hwang (1994) is applied. Randomisation as- 

sesses statistical significance by comparing ob- 

served. values of statistics with empirical sam- 
pling distributions based on repeated 
‘shufflings’ of the original data. The dependent 


~ 


18 Since changes and levels is the appropriate specification 
for one year return windows, the use of only a level specifi- 
cation in Table 5 will affect the F-test on the cash flow varia- 
bles. The results should therefore be interpreted cautiously. I 
thank one of the anonymous referees for pointing this out. 

1? Obviously, return windows of up to four years do not 
control perfectly for measurement errors in earnings and cash 
flows. For example most investments in tangible assets are 
likely to last for more than four years. Consequently, longer 
return intervals are needed to obtain a better control for 
measurement errors in e#rnings and cash flows. 

20 The results reported in the sensitivity analysis may be ob- 
tained on application to the author. 
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variable is shuffled by maintaining a time-series 
order of observations and the structure of the 
independent variables. The original value of 
each of the coefficients is compared with esti- 
mates obtained from 100 random shuffles to ob- 
tain significant levels. The significance levels of 
Ba to B, are 0.02, 0.12, 0.04, 0.01, 0.00, 0.06, 
0.00, 0.12, 0.21, and 0.00 respectively.?! These 
significance levels are similar to those reported 
in Table 4. Thus the results reported in the orig- 
inal tests do not seem to be affected by cross- 
sectional correlation in the residual terms. 

4. When the incremental information content of 
cash flows beyond earnings is examined there 
seems to be some inconsistency between the re- 
sults obtained in the regressions using pooled 

. and annual data, respectively. Consequently, a 
specification similar to 2a is examined, the only 
exception being that the new specification al- 
lows the regression coefficients to vary across 
time. Strong and Walker (1993) and Ali and 
Pope (1995) show that the explanatory power 
of the earnings-returns model and the cash 
flow-returns model each increases when the re- 
gression coefficients are allowed to vary across 
time. Allowing for time-varying parameters in 
the pooled regression increases the explanatory 
power. However, the coefficients on the accrual 
-and cash flow-based variables remain similar to 
the coefficients on the accrual and cash flow- 
based variables obtained in the pooled regres- 
sion which does not allow for time-varying 
parameters. 

5. In order to compare the results of CFO with 
prior studies, a restricted model excluding NCF 
and CFAI is examined. This specification is 
similar to most prior specifications used in the 
cash flow literature. In a pooled regression, the 
coefficient on CFO remains negative but not 
significantly different from zero. Although the 
coefficient on CFO is slightly more negative 
when an annual cross-sectional regression is 
carried out, none of the yearly coefficients on 
CFO becomes significant at any conventional 
significance levels. Although the result obtained 
in the pooled regression is affected by the inclu- 
sion of CFAI and NCF, the results obtained in 
the annual regressions remain unchanged. An 
explanation for the difference in the pooled re- 
gression (including/excluding CFAI and NCF) 
is that CFO in the full model, including CFAI 
and NCF, represents a difference in the 
response coefficients on unexpected investments 
and current accruals, respectively. CFO in the 
réduced model, excluding CFAI and NCF, rep- 


21 The significance levels reported are based on a pooled re- 
gression where size-adjusted return is used as the dependent 
variable. When market-adjusted return is used as the dependent 
variable the results remain similar to the results reported above. 
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resents the difference in the response coefficients 
on unexpected cash flow from operations and 
current accruals, respectively (Bernard and 
Stober, 1989). 

6. A potentially disturbing factor in the long re- 
turn window is that the same observation is rep- 
resented more than once in the same portfolio. 
The results are likely to suffer from autocorre- 
lation in the error terms, which will bias the 
results. The decreasing Durbin-Watson statistic 
in Tables 3 and 5 indicates that this is the case. 
Consequently, the same observation is allowed 
to be represented only once in the regression. 
As the Durbin-Watson statistic is close to two 
for the new set of observations, the effect of 
autocorrelation has by and large been elimi- 
nated. In addition, in qualitative terms the re- 
sults are the same as the results reported for the 
full sample and therefore support the findings 
where all the observations are included. These 
additional tests show that the results reported 
in this study are reliable and not caused by 
model specification errors. 


8. Conclusion 


Accrual-based earnings measures are superior to 
cash flow measures. The superiority of the accrual- 
based earnings measures is probably understated, 
given that disclosure has more or less been ignored 
in this study. For example, notes about the com- 
position of sales, costs, assets and liabilities tend 
to increase the information content of accruals. 
Despite the superiority of earnings, this study finds 
that, for Danish firms, the aggregated effect of 
cash flows has incremental information content be- 
yond that of earnings. In addition, both CFO and 
NCF have incremental information content be- 
yond that of earnings. While CFO is negatively 
associated with the contemporaneous stock return, 
NCF is positively associated with it. A negative 
(positive) coefficient on CFO (NCF) indicates that 
investors respond more favourably to one dollar 
of current accruals (NCF) than to one dollar of 
investment (financing). The incremental informa- 
tion content of cash flows beyond earnings is 
maintained when longer return intervals are 
employed. 

From a Danish policy perspective, these findings 
support the inclusion of a cash flow statement in 
Danish financial statements. Compared with prior 
cash flow studies using data from other countries, 
this study shows that it is useful to examine the 
information content of cash flow variables other 
than CFO. Further, when controlling for measure- 
ment errors in earnings and cash flows, the 
information content of cash flows is maintained 
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conditional on the information content of 
earnings. 

is study can be extended on several dimen- 
sions. First, following the argument by Ali and 
Pope (1995), this study can be extended by 
including a US matching sample. Given the results 
presented in this study and given that Plenborg 
(1996) finds that Danish earnings seem to be rela- 
tively more informative than US earnings, it could 
be expected that the information content of Dan- 
ish cash flows is lower than the information con- 


tent of US cash flows when controlled for the. 


information content of earnings. Second, this 
study uses aggregated earnings and cash flow 
measures. For example, finances comprise both eq- 
uity and debt and investments comprise intangible, 
tangible and financial assets. Similar arguments 
can be made with respect to accruals. By aggre- 
gating these data, information might be lost as the 
data may offset each other. Thus, an additional 
test in which the accrual and cash flow perform- 
ance measures are decomposed might be fruitful. 
Livnat and Zarowin (1990) is the only study which 
examines the information content of a decom- 
posed cash flow statement. 


Appendix A 

Net income Net income (after extraordinary 

(ND: items). 

Comprehensive Book value, — Book value, ,— Net 

income (CI): sale of common and preference 
stocks + dividends 

WCFO Operating income before depre- 
ciation — tax paid+extraordinary 
items adjusted for the proceeds 
from gains and losses from sales 
of PPE Gf possible)+financial 
items. 

CFO WCFO-, inventory — ,accounts 
receivable+ accounts payable 
and other accrued liabilities. 

CFAI CFO+net investments in intangi- 
ble assets, tangible assets and fi- 
nancial assets. 

NCE Change in cash and cash 


equivalents". 


a. The change in marketable securities from cur- 
rent assets has been used as a proxy for the Danish 
cash equivalents. 
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The relevance of owner-manager signals 
and risk proxies to the pricing of bank 


loans 
Gregory E. P. Shailer* 


Abstract—This exploratory study, using a sample of 115 new bank loans to small owner-managed firms, demon- 
strates that a simple categorical pricing model can explain a substantial part of the variation in interest rate premia. 
It appears that loan term and size interact (in a categorical schema) in their association with interest rate premia. 
It is suggested that this is more likely a product of co-determination rather than causation. There appear to be 
significant categorical pricing effects attributable to human capital, industry, and collateral effects. The role of 
collateral remains ambiguous, although it appears that source matters as much as form. Although further testing 
of the model is warranted, the results generally indicate that a simple categorical model may be an appropriate 
representation of loan pricing for small firms and that this can be used to test the value to borrowers of investing 


in quality signals and information cues. 


1. Introduction 


The differential pricing of loans to owner-managed 
(unlisted) firms in response to owner-managers’ 
signals! and categorical risk (default) proxies may 
have important implications for owner-managers’ 
information gathering and other decisions. To ex- 
plore the differential pricing proposition, a sample 
of small owner-managed firms acquiring bank 
loans and a stylised pricing model are used to test 
possible explanatory variables for observed differ- 
ential loan pricing. It is emphasised that it is the 
provision of signals (information cues) per se that 
is of interest here rather than the content of parti- 
cular signals. While this approach necessarily re- 
stricts the analysis, it facilitates a clearer focus on 
owner-manager signalling choices and categorical 
effects. 

The absence of equity market effects on 
information supply and capital instrument pricing 
for closely held unlisted firms suggests debt pro- 
viders must rely on the direct acquisition of 
information and their own evaluation of the de- 
fault risk (quality) owner-managed firms. While 
banks can contract for the provision of particular 
information, enforcement and monitoring of qual- 


*The author is at the Australian National University. Corre- 
spondence should be addressed to Dr G. Shailer, Department 
of Commerce, the Australian National University, Canberra 
ACT 0200, Australia. E-mail: greg.shailer@anu.edu.au 
The final version of this paper was accepted in July 1999. 

1 Owner-managers’ signals refer to choices made or actions 
taken by owner-managers that may be interpreted as indicators 
of the quality of their firms. 


ity are costly. Such costs and any remaining 
information risk should be factored into the debt 
pricing. 

Akerlof (1970) argued that where market im- 
perfections are sufficient to prevent buyers from 
adequately distinguishing product quality, higher 
quality products are undervalued. Akerlof’s ‘lem- 
ons’ pricing argument suggests that lenders will 
price loans to compensate them for mistakenly 
funding defaulters. This suggestion provides the 
basis for a pricing model, based on the availability 
of information regarding loan applications from 
owner-managed firms, that demonstrates how 
owner-managers may be motivated to provide 
information or signals of quality to a lender. 

Where a lender cannot adequately distinguish 
the relative qualities of owner-managed firms re- 
ceiving finance, all such firms are predicted to at- 
tract similar prices for debt which will generally 
approach that applicable to lower quality firms. 
Owner managers that perceive their firms as higher 
quality borrowers thus have an incentive to signal 
their quality difference to the lender. Those that 
signal successfully should be charged lower interest 
rates than other owner-managed firms. Therefore, 
differing degrees of firm-specific information 
should affect the interest rates charged on loans. 

The next section identifies the loan pricing 
mechanism in which levied interest rates for loans 
incorporate additive premia and discounts. Fol- 
lowing a brief review of potential owner-manager 
signals and risk proxies in contracting for loans, 
the model is used to test the extent to which inter- 
est rate premia can be attributed to particular sig- 
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nals and risk proxies for a sample of bank loans 
to owner-managed firms. 


2. The pricing model 


The model adopted to test the pricing impact of 
potential signals follows Shailer (1999) in which a 
lender is depicted as pricing loans at the weighted 
average interest rate which reflects the lender’s ex- 
pectation of the average default risk of a loan 
pool? As the probability of default on any dollar 
in the pool increases, so does the loan price for the 
pool. The difference between the lender’s required 
or notional rate of return and the levied interest 
rate is the default premium, which also includes 
expected monitoring and collection costs. 


2.1. Signalling 

A borrower can avoid some or all of the default 
premium levied against the relevant loan pool by 
credibly signalling its quality to differentiate itself 
from remainder of the pool—the proportion of de- 
faulters in the remaining pool increases’, increas- 
ing the interest rate charged to the firms remaining 
in the pool.4 

Firms that effectively signal their relative quality 
are assigned to different pools with different ex- 
pectations of default.» Assuming a rational firm 
will not signal it is a defaulter, then the premium 
charged to firms signalling their superior loan 
quality is less than the premium charged to the 
non-signalling borrowers. As more firms success- 
fully signal their relative quality, the default prob- 
ability for the non-signalling residual pool may ap- 
proach a level of unacceptable risk to the lender, 
at which stage the remaining firms may be 
screened out of the lending portfolio. Thus, loan 
applicants that do not signal their quality may be 


2 A loan pool is a set of loans which the lender can not 
separate on the basis of quality. 

With this approach, it is assumed that the signalling does 
not change the lender’s beliefs concerning the default rate for 
its total small business loans portfolio. 

4 While this stepwise determination of interest rates appears 
simplistic, a continuous differential ranking of loans does not 
accord with the observed interest rates charged to small firms. 
The stepped nature of quoted rates suggests groups of borrow- 
ers are priced (ranked) equally by the lender, implying multiple 
loan pools in which loans are assigned equal aggregate moni- 
toring and default costs. As described later, quoted rates moved 
in steps of 0.25% for the period under study. Upper limits on 
quoted interest rates imply the existence of a maximum level 
of default risk that a lender will accept. 

5 Interestingly, Jaffee and Modigliani (1969) also argue (in a 
different context) that, in pursuing profits, a banker might try 
to classify borrowers into different interest rate or risk classes. 

Š As an increasing proportion of loans is identified as good, 
the increased premium to remaining firms provides an increas- 
ing incentive to signal their quality. If the costs of signalling 
are sufficiently low, then eventually only defaulters should be 
left in the pool. However, signalling costs and uncertainty sug- 
gest there will always be some default risk for any pool of 
loans. 
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rationed out of the loan market, depending on the 
degree of homogeneity among lenders (homo- 
geneity may be diminished if the bank includes 
other premia, as described below). 

This accords with the suggestion that interest 
rates can act as a screening device. Stiglitz and 
Weiss (1981) propose that banks will not always 
increase the interest rate they charge, even in the 
face of excess demand for funds, as this might lead 
to an unacceptably high default risk. They reason 
that higher interest rates reduce the proportion of 
low risk borrowers and may induce borrowers to 
take riskier actions. This view is challenged in de 
Meza and Webb (1987), who argue that informa- 
tion asymmetry can result in over-investment 
which can be addressed by increasing interest rates 
(where borrowers differ only in their ex ante ‘suc- 
cess’ probabilities). Thus, individual borrowers 
who act to reduce information asymmetry should 
nevertheless avoid interest rate premia regardless 
of generalised aggregated effects. Bester (1987) ar- 
gues that banks may design contracts to entail 
sorting and incentive devices—particularly collat- 
eral, thus reducing the screening effect of interest 
rates.’ Bester notes that, under imperfect sorting, 
some pooling of good and bad risks may still arise 
with debt rationing. The implicit subsidisation of 
lower quality borrowers by higher quality borrow- 
ers provides an incentive for higher quality bor- 
rowers to signal their difference. 


2.2. Other information adjustments 

A lender may use information sourced indepen- 
dently of the borrower, such as historical default 
rates for firms at particular stages of development 
or in particular industry categories. The lender 
may then apply different premia for groups of 
firms to compensate for categorical risks and lend- 
ing costs. The latter vary with loan size and or- 
ganisational form.’ Similar categorical treatment 
may apply to observable traits such as owner-man- 
ager human capital (which may, for example, 
increase with experience and qualifications). 


2.3. Aggregation of premia 

The premium component of the interest rate 
charged for a particular loan is the sum of the 
various premia charged for all categorical factors 
relevant to the particular loan and the information 
supplied by the borrower: 


? Whether this results in reduced collateral requirements or 
lower interest rates or both remains unresolved. 

8 This suggests not all non-signalling borrowers will be ra- 
tioned out of the bank’s portfolio if the other available 
information is sufficient to reduce the premium below the 
bank’s screening value. 
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J 
PREMIUM, =r; r, = > Pi j 
j=l 


where r, = the interest rate levied on loan i. 

r, = the benchmark rate for bank loans applicable 
when loan i was granted. 

pı; = the premium (discount) for loan i attributed 
to categorical factor /. 

As the number of factors in this aggregation 
increase, the interest rates charged by a lender will 
appear more loan-specific. This construction of 
premia implies that, if information cues or cate- 
gorical risk factors can be adequately identified, 
differences in premia to a portfolio of borrowers 
can be explained by a linear combination of pre- 
mia (or discounts) attached to the various 
information cues. Potential classes of signals and 
other categorical risk factors are considered in the 
following sections. 


3. Owner-managers’ signals 


What may constitute owner-managers’ signals is 
vague and the information content of identified 


signals may be ambiguous. Signals are observed ` 


actions or choices by owner-managers that may be 
interpreted as indicators of the relative qualities of 
their firms. The extensive literature dealing with 
the possible information value of financial state- 
ments suggests that they may be key signalling de- 
vices. It also suggests that the value of such devices 
may be moderated by the involvement of (rela- 
tively) independent experts in their preparation 
(typified by public accountants), and the type of 
organisation to which they pertain. The finance 
literature which deals with access to and the cost 
of debt identifies collateral as a critical signalling 
or screening device, while some attention has also 
been given to the relevance of human capital. 
These various factors are discussed below. The 
identification of these factors may appear, to some 
degree, ad hoc. This study, however, provides a 
convenient conjunction of the somewhat separate 
literatures from which they have been adopted. In 
identifying potential factors, emphasis is on their 
capacity to signal categorical default risks or un- 
certainty. The set of factors identified here is 
unlikely to be exhaustive and future work that ex- 
pands or refines the set may be required. None- 
theless, the prominence of the various factors in 
the identified literature warrants their consider- 
ation in this exploratory study. 


3.1. The relevance of financial statements 
Many issues have been addressed in the litera- 
ture concerning the perceived usefulness of finan- 
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cial statements to lenders and investors. The use 
of public accountants and a firm’s adopted organ- 
isational form may influence the propensity for 
firms to provide financial statements or the weight 
given to them by lenders. The relevance of finan- 
cial statements to bank lending decisions (for small 
or owner-managed firms) is considered in a variety 
of areas including financial distress models for 
small unlisted companies (e.g. Edminster, 1972; 
McNamara, Cocks and Hamilton, 1988; Shailer, 
1990), the professional banking and capital-raising 
literature (e.g. Fenton, 1985; Barrett, 1990; Man- 
fuso, 1996; Wright and Robbie, 1996) and studies 
of loan officers (e.g. Stanga and Tiller, 1983; Beau- 
lieu, 1994). 

The financial distress literature uses components 
of financial statements to construct classification 
models with varying success rates. The profes- 
sional literature directs bankers’ attention to the 
need to analyse financial statements in lending 
decisions, arguing that this would enable antici- 
pation of financial difficulties. Stanga and Tiller 
(1983) provide survey evidence suggesting that US 
bank loan officers place considerable importance 
on financial statements when evaluating loan ap- 
plications from small businesses. While they report 
a higher ranking of some balance sheet items in 
lending to small private companies compared to 
large public companies, for both groups the in- 
come statement appears paramount. Balance sheet 
information is generally rated as ‘very important’ 
while some income statement items are rated as 
‘extremely important’. 

In comparison, Wright and Robbie (1996) pro- 
vide a schema of venture capitalists’ information 
requirements that highlights the role of financial 
statements in the venture capitalist’s screening pro- 
cess. While the use of information by venture cap- 
italists may differ substantially from that of lend- 
ers, the persistent presence of financial statements 
in the preferred information set reinforces expec- 
tations that their availability per se to lenders may 
have consequences for the availability or pricing 
of loans, regardless of the contents of the 
statements. 

The presence or absence of financial statements 
is considered a signal in this analysis. Inclusion of 
risk proxies derived from the contents of financial 
statements is not pursued—to do so would pre- 
clude testing the relevance of the provision of the 
financial statements. The limitation imposed on 
the analysis by excluding the contents of state- 
ments depends on the importance of such risk 
measures.’ The inclusion of such measures is also 


? The usefulness of such measures is not clear. Storey (1989, 
p. 175) suggests that factors which reflect small firm risk char- 
acteristics differ considerably from those used for large firms. 
Vos (1992) reports that traditional risk measures applied to 
(larger) listed firms (such as accounting betas) do not perform 
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inconsistent with the objective of measuring the 
relevance of cues rather than Information content. 

While a balance sheet can be constructed with 
relative ease at any date, the provision of income 
statements by owner-managed firms tends to be 
more an annual event.!° Income statements are less 
likely to be available (or meaningful) for new 
firms, which may induce correlation with the age 
of the firm. 


3.2. Public accountants 

The extent to which public accountants are used 
in preparing information for loan applications or 
their significance for loan pricing does not appear 
to have been considered. Holmes and Nicholls 
(1989), based on a survey of Australian small busi- 
nesses, indicate that most small businesses (at least 
69% of their sample) use public accountants in 
compiling annual financial statements. 

Wright and Robbie (1996) conclude that, while 
financial statements are important in valuing pro- 
jects and measuring returns, they are not taken at 
‘face value’. Unaudited ‘latest period’ statements 
were rated as at least as important as audited bal- 
ance sheets. Together with listed company research 
regarding the effects of audit reports on lending 
officers’ perceptions (for example, Gul, 1987), such 
results direct attention to how the credibility of fi- 
nancial statements for owner-managed firms may 
be influenced by the use of public accountants. 
Gul’s laboratory experiment involving .Singapo- 
rean bank loan officers indicates that auditors can 
influence the loan officers’ evaluations, primarily 
by motivating the officers to seek more informa- 
tion if the auditors expressed uncertainty. It is not 
known, however, if loan officers attribute greater 
value to audited statements relative to unaudited 
statements. Given the findings of Wright and Rob- 
bie regarding the low rating of unaudited ‘more 
recent information’ by venture capitalists, there is 
no clear indication of any likely effect of having 
statements prepared or reviewed by public 
accountants. 

Aside from public accountant’s possible roles in 
compiling financial statements, borrowers’ indica- 
tions that they have involved a public accountant 
in their loan applications may provide credibility 
signals to the bank. Beaulieu (1994) reports that 
the credibility of financial information presented 


well when applied to small firms. Hutchinson (1987) suggests 
that traditional measures of risk (such as ratios and decom- 
position measures) may not successfully distinguish rapidly 
growing small firms from ‘bankrupt’ firms since these firms of- 
ten exhibit similar characteristics. The failure prediction litera- 
ture, however, suggests the information value should be high. 

10 The possibility of interim statements for management pur- 
poses may increase with the size and complexity of firms but, 
given the implied limitation of owner-management on firm size 
and complexity (see Shailer, 1999), the expected frequency of 
interim statements is very small 
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by borrowers enter loan officers’ judgments inter- 
actively with accounting information. 


a3: Organisational form 

While there is little published evidenze regarding 
the informational relevance of organisational 
form, there are at least four potential informa- 
tional aspects that may be relevant to loan pricing. 
These pertain to firms’ propensities to prepare ` 
complete financial statements, a possible regula- 
tory effect, a possible cost effect and managerial 
sophistication: 

e In Australia incorporated firms are required 
(by statute) to prepare annual financial statements 
whereas sole proprietorships and partnerships usu- 
ally are not." If sole proprietorships end partner- 
ships prepare financial statements especially to 
provide them to banks, they will be a relatively 
more costly signal than for incorporated firms. If 
unincorporated firms are consequently less likely 
to provide complete financial statements with loan 
applications, a systematic impact on loan pricing 
may induce an understatement of the importance 
of financial statements across all firms. 

e The greater regulation of disclosures by incor- 
porated firms suggest that lenders may derive dif- 
ferent levels of information from their statements 
relative to unincorporated firms, although there is 
no a priori basis for predicting the nazure of such 
differences. 

e Evidence in Shailer (1993) and Ang et al. 
(1995) indicates that lenders circumvent the limited 
liability aspect of incorporated structures by re- 
quiring personal guarantees secured by domestic 
assets. While the increased contracting costs are 
unlikely to be large, they are relatively more 
significant against smaller loans. 

e Adoption of more sophisticated organisational 
forms for owner-managed firms may indicate man- 
agerial sophistication. This does not appear to 
have been canvassed in the literature but, none- 
theless, it is plausible in the context of signalling 
borrower quality. 


3.4, Collateral 

Bester (1985, 1937) argues that investors with 
low default probabilities will reveal themselves by 
accepting collateral requirements that would be 
unattractive to high risk applicants. This should 
induce an inverse association between collateral re- 
quirements and interest rate differentials. A diffi- 
culty with this argument arises (in markets where 
small borrowers are basically obliged to accept 
standardised loan agreements) if collateral requi- 


Hl Australian income tax returns do not require lodgement 
of sets of financial statements, although some businesses may 
find it expedient to prepare them as a basis for preparing their 
returns. 
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rements and Interest rate differentials both reflect 
default risk and so are co-determined. For exam- 
ple, both lower collateral requirements and lower 
interest rates may be imposed on borrowers iden- 
tified as lower risk (consistent with the effect noted 
by Bester under his ‘imperfect sorting and ration- 
ing’ analysis). In such cases, lower collateral levels 
may be associated with lower risk borrowers. This 
may confuse attempts to distinguish loan default 
risk by reference to collateral provision. 
Distinguishing the debt access and pricing is- 
sues, it is consistent with Bester, as well as the 
competing Stiglitz and Weiss (1981) and de Meza 
and Webb (1987) views noted earlier, that access 
to loans under information asymmetry may be 
significantly influenced by the availability of suffi- 
cient collateral. Cowling and Sugden (1995) report 
that full collateralisation has little effect on interest 
rate differences, whereas Cressy (1996b) reports in- 
terest rate margins to be a direct function of the 
probability of failure and an inverse function of 
security, consistent with collateral being used to 
mitigate risk to the lender.!? There is substantial 
evidence that full collateralisation of loans is com- 
mon for owner-managed firms (e.g. Shailer, 1993 
in Australia; Keasey and Watson, 1993 in the UK; 


Ang et al., 1995 in the US) with numerous in-. 


stances of borrowers being required to provide 
personal guarantees secured over domestic as- 
_sets—thus moving the collateral ‘off-balance 
sheet’.!3 This is not inconsistent with the size effect 
observed in Cressy (1996b) whereby small loans in 
the UK are less likely to be collateralised if col- 
lateral requirements are also a function ‘of loan 
size. 

‘Fhe extent to which the price of debt is affected 
by variations m the source of collateral remains 
moot. There may be an interactive effort between 
collateral and owner-managers’ signals. For ex- 
ample, financial statements might be more mean- 
ingful in instances where collateral is internal (‘on- 
balance sheet’}—perhaps because they better detail 
the nature of the collateral or help identify im- 
pairments. It is argued in Shailer (1993), in the 
context of the extensive use of personal guarantees 
and ‘off-balance sheet’ collateral, that the rele- 
vance of measures that ignore off-balance sheet 
collateral is questionable. 

There are collateral costs to lenders which may 
discourage its use in marginal cases. Leeth and 
Scott (1989) claim that lenders must value and 
monitor collateral, pay filing fees for security 


12 Calomiris and Hubbard (1990) provide an interesting ana- 
lysis of the role of collateral in discriminating between borrow- 
ers but ignore banks’ varying degrees of information asym- 
metry across borrowers within an asymmetric market. 

15 The widespread use of full collateralisation appears to be 
a persuasive indicator of problems in observability (moral 
hazard). 
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registration and bear the higher administrative 
costs of secured debt. Chan and Kanatas (1985) 
predict that collateral has greater value where 
lenders have relatively less information, such as for 
newer firms. Jackson and Kronman (1979) argue 
that loan size should also be positively associated 
with the use of collateral because of reducing per- 
unit monitoring and administrative costs. They 
also argue that collateral becomes less valuable 
with shorter term debt because of the direct costs 
to borrowers of asset substitution. Leeth and Scott 
(1989) also argue for such an association between 
collateral and term because of increasing prob- 
abilities of default over time. 


4. Other information and risk proxies 


Additional to the use of financial risk measures 
based on financial statement items, prior research 
directs attention to bank-client relationships, stage 
of development or age, and industry as possibly 
associated with information levels and financial 
risk. 


4.1. Time effects: bank-client relationships, stage 
of development and age 

A lender’s access to information on a borrower’s 
ability may increase with the time that the firm has 
been in business and with the length of the bank- 
chent relationship. While a longer bank-client 
relationship indicates a greater opportunity for the 
bank to acquire information about a business and 
its owner-managers, the extent to which this proxy 
for information access explains variation in inter- 
est rate premia may be subsumed in the age of the 
business where information on activities predating 
any particular banking relationship is readily 
available (provided). Ando (1985)'* reports that 
the probability of a loan request being granted in- 
creases significantly with the age of the business. 
Where rationing is not sufficient to exclude 
younger firms, this should result in pricing differ- 
entials based on age of the firm. Jovanovic (1982), 
Dunne et al. (1987), Evans (1987a, 1987b), Storey 
et al. (1987) and Storey (1989) all indicate that 
variability in firm performance and the probability 
of failure decrease with firm age. Firm age also 
may proxy for acquisition of human capital (see 
below) or an owner’s ability and propriety, or in- 
dicate past profitability. Jovanovic (1982) and 
Lippman and Rumelt (1982) argue that firms’ ef- 
ficiencies are learnt over time, inducing an age 
effect. 

With similar import for an age-of-business ef- 
fect, Cressy (1992) argues that the characteristics 
of projects (rather than the ability of an owner- 
manager) are learnt over time. He also argues else- 


14 As cited in Evans and Jovanovic (1989). 
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where (Cressy, 1996a) that an individual’s human 
capital stock is (initially) increasing with age, thus 
indicating learning. Cressy (1996b) argues longer 
surviving businesses should attract lower margins 
due to increased human capital and security 
(through asset growth). 

A similar effect may prevail where the financing 
is provided to a business started by the current 
owner-manager versus a business purchased as a 
going-concern. The age or stage of development 
effect suggests established going concerns offer less 
risk to lenders and that both the owner-manager 
and lender have greater information as to the level 
and stability of income from the firm. A lender 
may be more willing to finance the acquisition of 
a going concern or provide incremental finance to 
an ongoing older firm than they would be to fi- 
nance a new start-up or provide incremental fi- 
nance to a firm established by the current owner- 
manager (although the latter start-up effect should 
reduce with the age of the business). New start-ups 
may embody greater uncertainty as to the viability 
of the project or the ability of the owner-manager. 
An older firm started by the current owner-man- 
ager (distinct from a new start-up) also may have 
greater uncertainty than a purchased going con- 
cern because the separability of the business from 
the owner-manager (and thus the saleability of the 
business as a going concern) is less evident. Bates 
(1990) similarly suggests that if managerial uncer- 
tainty typifies start-ups, then new owners may re- 
duce uncertainty (and failure risk) by buying busi- 
nesses where managerial procedures of previous 
owners are embedded in the business. 

This also has implications for the potential role 
of human capital, which is considered below. The 
literature describing debt rationing to start-ups is 
questioned in Cressy (1996a), who relates ration- 
ing to human capital stocks and decisions by 
owner-managers to take-up debt offers. 


4.2. Human capital 

In keeping with the proposition in human cap- 
ital theory an individual’s stock of skills and abil- 
ities is an important determinant of income distri- 
bution (see Becker, 1975); Chandler and Jansen 
(1992) show that experience is positively related to 
firm performance. The proposition that human 
capital is positively related to the survival pros- 
pects of a firm is persuasively argued in Cressy 
(1996a). Cressy describes the returns (utility) 
achieved from the stock of human capital (of 


15 Petersen and Rajan (1994) argue that a lender will perceive 
a borrower as less risky if their past experience (or the observ- 
able experiences of other lenders) with loan servicing by the 
borrower is positive, thus reducing the expected costs of lending 
to older firms. However, the empirical analysis they present 
does not support the proposition that bank-client relationships 
affect interest rates. 
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owner-managers) invested in the business to be 
greater than that attainable from other employ- 
ment, and that this stock increases with an indivi- 
dual’s experience. This then motivates the owner- 
manager to invest more effort in promoting the 
survival of the business. Cressy tests this notion by 
using the number, age, experience and education 
of owner-managers as measures of human capital. 
He reports that firms self-select for bank financing 
on the basis of the owner-managers’ human capital 
and that collateral assets play little or no role in 
the lending process. This appears to conflict with 
the role of collateral identified in previous studies, 
but is consistent with findings regarding the 
association between access to finance and ages of 
individuals or their businesses.. It also suggests that 
access to balance sheets will be less relevant if their 
function is to describe asset structures. 

The potential role of human capital is rendered 
ambiguous by the asset specificity problem that it 
may engender. This is briefly considered in Pua 
and Shailer (1998), where it is argued that a high 
degree of specificity in the human capital held by 
a firm raise the cost of capital. This is exacerbated 
where the human capital pertains to the owner- 
manager because this diminishes the saleability of 
the business as a going concern. Such an effect 
should be less likely where secured collateral is pri- 
marily non-productive (as in the case of domestic 
assets), or is of a lower specificity (as in the case 
of much commercial real estate). 


4.3. Loan size 

As suggested above in the context of contracting 
costs and organisational form, loan size may have 
a scale economy effect on the interest rate charged 
by spreading the relatively fixed costs of a loan 
(such: as contracting and expected monitoring 
costs) over a larger principal. Following Cressy 
(1996b), who indicates that collateralisation is less 
likely with smaller loans, the scale effect may also 
reflect increased risk attached to smaller non-col- 
lateralised-loans.'® Both effects indicate that there 
should be a negative correlation between loan size 
and premiums. As noted above, the sizes of ap- 
proved loans may be highly correlated with col- 
lateral and interest rate premia if size also reflects 
the lender’s evaluation of borrower’s prospects!’ 
and the lender’s costs of collateral. 


4.4. Industry 

It has long been accepted that, because they pro- 
duce broadly similar end products and use similar 
inputs and technologies, firms in similar industries 


16 Cressy (1996b) reports a significant relatianship between 
size (of overdraft) and interest rates, 

7 Co-determination of interest rate premia and loan size is 
considered empirically below. 
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Table 1 
Interest rate premia - descriptive statistics 


Standard deviation 


are expected to have broadly similar business risk 
and volatility of earnings (Scott, 1972; Scott and 
Martin, 1976; Ferri and Jones, 1979). It is reason- 
able, therefore, that a lender’s knowledge of in- 
dustry prospects and default rates for particular 
industries will be used in evaluating individual 
loans. Lenders also may incur different costs in 
evaluating and monitoring loans to different in- 
dustries. This may reflect the lender’s idiosyncratic 
information and the technical and economic com- 
plexity of particular industries. It may also affect 
the impact of information cues or other risk prox- 
ies. In particular, industry may influence human 
capital levels, the nature and availability of collat- 
eral, and loan size. 


5. Empirical analysis 


The categorical (pool) debt pricing model is used 
to test the hypothesised signals and risk proxies in 
a regression of the interest rate premia determined 
for new loans. The initial formulation does not al- 
low for interactions, such as those pertaining to 
the moderating effects of industry, the credibility 
of financial statements involving the use of ac- 
countants, and age or origin of the business. These 
are considered as refinements in developing a more 
effective model following testing of the initial 
model. 


5.1. Data I 

Limited access was obtained to the files of on- 
going chents!š of two substantial branches and all 
the loan recovery files of a medium sized Austra- 
lan bank in metropolitan Adelaide. The data col- 
lected included, where available, whether financial 
statements were provided with the loan applica- 
tion, ownership and management details, industry 
identification and limited data on the individual 
owner-managers. To ensure a reasonably homog- 


18 The clients were in the ‘retail’ area of the bank’s operations 
which deals with small business lending. The other primary 
lending division is ‘corporate services’ which lends primarily to 
large and medium companies. It was a condition of access that 
the bank not be identified. 
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enous debt type, the sample is limited to loans with 
fixed terms”? and floating interest rates. 

Excluding 176 of 291 cases of new borrowing 
where loan details or ownership details were in- 
complete, data was obtained for 115 loans issued 
to owner-managed firms during 1987-89. This was 
a period of reasonly high interest rates in Austra- 
lia, allowing potentially greater variability in in- 
terest rate differentials charged to individual bor- 
rowers. Representativeness of the data and 
resultant generalisability beyond Australia cannot 
be tested, but the level of international consistency 
in results discussed above (for studies addressing 
financial distress, circumvention of limited liability 
and provision of collateral) suggest this is unlikely 
to be a major issue. 


5.2. The response variable 

Separate indicator rates (determined from a sur- 
vey of the major banks) are published each month 
by the Reserve Bank of Australia for bank finance 
below and above $100,000. The dependent vari- 
able, PREMIUM, is calculated as the difference 
between the rate charged to individual firms and 
the nominal base rate indicated by the Reserve 
Bank: 


PREMIUM = r,— r, 


where r, = the interest levied on loan i. 
r, = the benchmark rate for bank loans applicable 
when loan i was granted. 


The available data yields the premia described in 
Table 1. The range of premia is reasonably large 
(0.0675) with mild positive skew. No adjustments 
are imposed on the distribution of premium, its 
degree of non-normality being relatively modest. 


5.3. Owner-manager signals and risk proxies 
The data obtained pertaining to owner-manag- 
ers’ signals and risk proxies are described below. 


1? The fixed term loan required repayment of principal and 
interest in equal instalments over the specified term. 
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Source of collateral (real estate y. non-real estate) or security by organisational form 


Source type of collateral Sole-trader 


Balance sheet—real estate 3 
Balance sheet—non-real estate 4 
Total balance sheet security! 


Owner-manager—unsecured? 
Owner-manager—real estate 
Owner-manager—non-real estate 
Total owner-manager security! 


Third party—unsecured 
Third party—treal estate 
Third party—non-real estate 
Total third party security! 


Notes: 


Financial statements. With no a priori reasoning 
regarding the relative importance of income state- 
ments and balance sheet, the provision of complete 
income statements (PL) and balance sheets (BS) 
are coded separately. The provision of statements 
is expected to be negatively associated with the in- 
terest rate premium. Sixty (52%) loan applicants 
provided income statements and 56 (49%) pro- 
vided balance sheets of which 51 (44% of the sam- 
ple) provided both. Budgets were provided in 66 
cases (57%)—-of these, nine also provided either a 
balance sheet or income statement, while 32 pro- 
vided both. 

Accountant: The identified use of a public account- 
ant is potentially a weak variable in that the failure 
to identify a public accountant in the bank loan 
file does not necessarily mean that one was not 
used and existence does not indicate the particular 
role of the accountant for the firm concerned. 
Forty seven loan applications (41%) identified a 
public accountant. In 12 of these cases, no finan- 
cial statements were provided. Of the remaining 35 
cases, all provided budgets and 27 provided both 
balance sheets and income statements. 
Organisational form: The business entities com- 
prise 42 companies, 20 trusts, 17 soletraders and 
36 nominal partnerships. Fifteen of the nominal 
partnerships had only one effective owner-man- 
ager;” the remaining 21 effective partnerships are 
flagged by the additional dummy variable REAL- 


20 This is based on bank file information which showed that 
the business effectively operated as a sole trader. The other 
partner was usually a spouse, suggesting income splitting ar- 
rangements for tax purposes. 


Partnership 


9 5 
11 25 


Company 


1. Cell values may exceed totals because of coincidence of types of collateral on a single loan. 
2. Unincorporated firms are implicitly owner-manager guaranteed. Numbers in brackets are included 
notionally but omitted from totals. 





PART. The dummy variable INCORP is also in- 
cluded to distinguish incorporated entities (com- 
panies and trusts?!) from unincorporated entities 
(sole-traders and partnerships). 


5.3. Collateral 

Most loans (93 cases or 81%) were fully colla- 
teralised by registered security but, as described 
later, the frequency varied with loan size. In most 
cases of secured loans (73 cases or 7&%) the col- 
lateral included a mortgage over real estate. There 
were 53 cases of registered charges over on-balance 
sheet assets other than real estate, cf which 20 
were the sole form of security. There were 47 per- 
sonal guarantees for loans to incorporated bor- 
rowers (76%) and 19 third party guarantees for 
loans (11 incorporated and eight unincorporated 
cases). There were 47 personal guarantees by 
owner-managers of incorporated firms, of which 
10 coincided with third party guarantees. Unin- 
corporated firms have owner-manager guarantees 
by definition. 

A breakdown of guarantees and collateral 
sources by organisational form is given in Table 2. 
This describes three sources of real estate mort- 
gage collateral: those pertaining to on-balance 
sheet real estate of the business, real estate owned 
by an owner-manager and that owned by a third 
party. By definition, the last two only (but not 
necessarily) arise in support of guarantees. Seven 
(64%) of the eight third party and 37 (79%) of the 


21 Because all trusts in the sample used companies as trustees 
they are treated as incorporated. 
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Table 3 
Sample by origin of business and age of firm 


65 


Current owner started business or purchased as going concern 


Age category 


Unknown 

Less than | year 
> 1-2 years 
>2-3 years 

> 3-5 years 
>5-<10 years 
10+years 


Going concern 


47 owner-manager guarantees for incorporated 
firms were supported by mortgages over real es- 
tate. Only one of the eight third party guarantees 
for unincorporated firms was supported by a mort- 
gage over real estate with 20 mortgages for owner- 
manager real estate for the 53 unincorporated 
cases (38%). 

Because there may be different cost or risk con- 
notations in cases where multiple forms of security 
were taken, variables for collateral complexity 
were developed, based on a simple index of the 
different collateral sources from the types listed in 
Table 2. The theoretical score is six balance sheet, 
owner-manager, and third party by real estate and 
other assets), but no case scored above three. In 
addition to categorical variables for the four 
individual index values of 0-3 (22, 44, 38 and 10 
cases respectively), a dichotomous variable was in- 
cluded to denote multiple sources (48 cases). 


5.5. Risk and cost proxies 

Human capital: Proxies for human capital pro- 
posed by Cressy (1996a), such as owner-manager 
age, experience and qualifications, generally were 
not available for a sufficiently large proportion of 
the sample. The number of owner-managers were 
identified. Combined with the age of the firm and 
industry, this may capture some human capital ef- 
fects but is expected to be generally noisy. Overall, 
there are 59 cases with one owner-manager, 52 
cases with two owner-managers and just four cases 
with three owner-managers. These are coded as 
one categorical variable (OM) where 0 denotes a 
single owner-manager and 1 denotes multiple 
owner-managers. 

Firm age and origin: Age of the firm (AGE) 1s 
expected to be negatively correlated with the pre- 
mium date due to either increased human capital 
or reduced uncertainty as to owner-manager abil- 
ity or commercial prospects. The average age of 
the firms at the time of applying for the loans is 
approximately three years (data on age is in 
months). Half the sample are two years old or less, 
and 27% are one year old or less. Less than 8% 





Start-up Not known 


are 10 years old or more. Variables were included 
in the analyses to flag age categories for less than 
one year, less than two years, two to five years, 
and five or more years. 

Most borrowers are identified according to 
whether the businesses were established by the cur- 
rent owner-manager (44 start-ups) or were pur- 
chased as going concern (37). The origin of the 
business underlying 34 loans could not be identi- 
fied which reduces the likelihood of this categoris- 
ation making a significant contribution in a re- 
gression. Rather than deleting missing 
observations for one dichotomous variable, two 
classificatory variables (STARTUP and PUR- 
CHASE) were scored 0 if the description did not 
apply or was not known. Their relevance is likely 
to be affected by the age of the firm. Table 3 de- 
scribes the sample by origin and age. It indicates 
that purchased businesses cluster more in the 
younger ranks relative to the more rectangular age 
distribution of those started up by the current 
owner-managers. 

Industry (IND): Industry groupings for loans 
were limited to four categories: 64 wholesale and 
retail merchants (IND ); 23 leisure and tourism 
(IND,); 20 services (IND); and 11 construction 
and property-related businesses UND,). The last 
two are the least homogenous groups but further 
disaggregation of these groups induces unaccept- 
ably small cell counts.” 

Loan size (LOAN): Loan sizes are widely dis- 
persed (minimum $4,850; maximum $2,700,000)? 
but generally small, with a median of $44,000. The 
premium model indicates that the effect of loan 
size should be in relation to cut-off values for 


22 Merchants dominate the sample but tests of the results 
involving disaggregation between wholesale and retail or types 
of merchants did not enhance the analysis. 

23 The $2.7m loan is substantially larger than the second 
largest ($350,000). When it is excluded, the mean falls from 
$83,193 to $60,238. However, other than its magnitude, there 
is no obvious characteristic to this loan that would justify its 
exclusion. Nonetheless, results are tested for any leverage it 
may exert. 
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loans to establish categorical effects. Without spe- 
cific knowledge of the bank’s size criteria, possible 
cut-offs to generate loan size categorical variables 
were sought by looking for clustering in the dis- 
tribution of loan sizes. The distribution of loan 
sizes is generally lumpy.” With no clear pattern 
emerging in loan size, cut-offs of $25,000, $50,000 
and $100,000 provide useful loan size categories 
with sample sizes of 29 ($1-24,999), 34 
($25-49,999), 32 ($50-99,999) and 20 ($100,000 or 
more). 

Loan term (TERM): The distribution of the 
terms of the loans is particularly lumpy with five, 
seven and 10 years accounting for 26%, 17% and 
21% of loans respectively. The mean term is 7.4 
years and the median is six years. As with loan 
size, term is also considered categorically with a 
variety of cut-offs tested against PREMIUM. 


5.6. Associations among variables 

Strong positive associations between loan size 
and loan term are expected but the Pearsonian 
correlation coefficient is insignificant (coefficient 
= 0.16, p = 0.085). When loan size categories are 
considered, TERM has a seemingly strong pattern 
of increasing means as loan size increases. This is 
roughly represented in Figure 1, which shows 


24 Values of $10,000, $15,000, $25,000, $30,000, $40,000, 
$50,000, $60,000, $65,000 and $100,000 each have frequencies 
of 5-8 cases and overall account for 47% of the sample. 


Figure 1 


Categorisation of loans by size and term (TERM.SIZE) 
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some clustering. All loans up $10,000 are less than 
10 years with 68% under five years. Most loans 
(100) under this schema are in the range 
$30,000-99,999 of which 59 are less than 10 years. 
For the largest loan category ($100,000+), 14 
(70%) have terms of 10 years or more. This sched- 
ule is used as the basis of a three-way categorisa- 
tion of loans based on size and term (labelled 
SIZE.TERM), as indicated by the shading of the 
Figure 1 cells. Category 1 is all loans up to and 
including $10,000 (15 cases), Category 3 is all 
loans of $100,000 or more with terms of five years 
or more (41) and Category 2 is the remainder (59). 
The ordering of the groups is substantiated by 
their means scores for the loan premiums, being 
0.025, 0.019 and 0.011 (significant at p = 0.05) for 
1, 2 and 3 respectively. 

Collateralisation is also associated with size on 
a categorical basis. Loans are secured for 66% of 
those under $25,000, 77% of loans in the 
$25-49,999 range, 88% of the $50-99,999 range 
and 100% of loans of $100,000 or more. The pro- . 
vision of a balance sheet appears to be related to 
whether or not collateral was involved, although 
this is weaker than might be expected. Of the 66 
cases of on-balance sheet security, 37 (56%) pro- 
vided a balance sheet, compared to 19 of the 49 
cases (39%) that did not provide a balance sheet. 
The behaviour does not appear different when the 
types of on-balance sheet security (31 balance 
sheets of 56 cases of real estate versus 11 balance 


Loan term cut-offs (years) 


Loan size cut-offs Ë 


Category 1 
| 
[8] 


[mn] denotes number of cases in sub-regions of categories 
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sheets of 22 cases of non-real estate2) is con- 
sidered. The mean premium for cases providing 
balance sheets with on-balance sheet secured col- 
lateral is 0.0123 (real estate security) and 0.0146 
(non-real estate security) compared to 0.0081 and 
0.0189 respectively if no balance sheet was pro- 
vided.“ As might be expected, there is some 
association between the provision of balance 
sheets, income statements and budgets with the use 
of an accountant (0.25, 0.21 and 0.31 respectively). 
The high correlation between the provision of in- 
come statements and balance sheets (derived from 
43% of cases) does not flow over to budgets—only 
27% provided all three statements. 

There is a noticeable age bias for IND,, with 
nearly half (11 out of 23 cases) being less than one 
year old compared to 22% for the remainder of 
the sample; this induces some of the observed 
association of IND, with the absence of income 
statements (17 cases). 


5.7. Regression technique 

A major issue in selecting the regression ap- 
proach is the possibility of collinearity arising 
from the inclusion of highly correlated explanatory 
variables in a regression. While this can most eas- 
ily be avoided by excluding one of the correlates 
from the regression, the choice of which variable 
to exclude is particularly contentious in the ab- 
sence of strong a priori reasoning. To merely in- 


25 There are nine cases where both real estate and non-real 
estate on-balance sheet security is provided. A further compli- 
cation are the 37 cases where both on-balance sheet and off- 
balance sheet collateral are provided. If these are considered 
separately, cell sizes are too small for analysis. 

26These differences are not significant based on a 
Mann-Whitney U Test. This is not unexpected given the rela- 
tively small sample sizes, As a control comparison, the mean 
premiums were 0.0195 (with balance sheet) and 0.0193 (without 
balance sheet) for those not providing on-balance sheet collat- 
eral (regardless of any other security provided). 


Table 4 
Multiplicative terms included in experimental variable list 


Industry 
categories 


Origin 


Financial 
statements (BS 
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clude numerous potential interaction variables 
may considerably reduce degrees of freedom and 
add unnecessary noise. The adopted approach, 
therefore, uses both interaction terms (selectively) 
and stepwise regression procedures. The use of 
stepwise regression reduces the likelihood of col- 
linearity problems due to the opportunity to spec- 
ify tolerance levels for the inclusion of variables at 
each step.” 

The interaction terms considered for inclusion 
in the various models are listed in Table 4. The list 
is generally larger than would be suggested by the 
bivariate correlations, as all organisation forms 
and industry categories have been considered when 
only one of them may have revealed a possible 
association with another variable. These terms will 
be considered where relevant in discussion of the 
regressions results. 


5.8. Regression results 

The details of each of the regression models 
developed here are presented in Table 5. The initial 
model includes dichotomous categorisation varia- 
bles for the provision of a balance sheet, income 
statement or budget, the identification of a public 
accountant, borrowing firm age (four dummies de- 
noting age categories for 1-2, 2-3, 3-5 and 5+ 
years), industry (three non-merchandiser cate- 
gories IND, ,), organisational form (PARTNER- 
SHIP, REALPART, COMPANY, TRUST), pur- 


27 The use of stepwise regressions also means the choice of 
variables in any estimated model is achieved on statistical 
rather than a theoretical basis, but given the range of variables 
that can be considered and the lack of any strong theoretical 
basis for preferring particular proxies over others, this does not 
appear to be a disadvantage. The tolerance levels used here for 
the inclusion of variables at each step is set at 0.1. In addition 
to satisfying the tolerance limit, a variable is added and re- 
tained only if the coefficient is sufficiently significant. Given 
that this study is largely exploratory, a relatively low confidence 
level of 90% (p < 0.10) is used. 


Budget Organisational Collateral 
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Age categories 
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No. of owner-managers 

Industry categories 

Financial statements 
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chased business (to distinguish from 
owner-manager start-ups), multiple owner-man- 
agers, collateralised (secured) loans and 
SIZE.TERM that orders 3 categorises loans by 
size and fixed term described above. 

The forced regression for all these variables 
(model 1 in Table 5) involves considerable ineffi- 
ciency. The only variables with significant coeffi- 
cients are SIZE.TERM (which is premium de- 
creasing, as expected), COMPANY and TRUST 
(also premium decreasing) and the power of the 
model is very low with an adjusted R? of 0.09 and 
a weak F statistic (1.6, significant at 0.07). When 
the regression is repeated but substituting IN- 
CORP for CO and TRUST (model 2), the reduced 
model strengthens slightly (adjusted R? is 0.10 and 
F statistic is 1.7 significant at 0.05). 

When the same variables are considered for se- 
lection into a regression on a stepwise basis (model 
3a), SIZE.TERM, PARTNERSHIP and INCORP 
are the only variables included and produce an R? 
of 0.16 (with an F statistic of 8.2 significant at 
0.0001). Note that an R: of 0.12 is obtained from 
a regression on SIZE.TERM alone. The similarity 
of the coefficients for PARTNERSHIP and IN- 
CORP prompted their replacement by SOLE- 
TRADER (their reciprocal) with a slight improve- 
ment in efficiency in model 3b (R? of 0.16 with an 
F statistic of 12.2 significant at 0.0000). 

When further categorisation of collateral and 
guarantees is considered, a more complex model 
begins to emerge. Testing dummies for each of the 
various sources of collateral and the various col- 
lateral index scores described above yields model 
4 (R? of 0.25) with seven variables. The provision 
of owner-manager guarantees for incorporated 
firms (OMPGT.INC) and on-balance sheet real es- 
tate collateral (BS. RE) join SIZE.TERM as pre- 
mium decreasing categories while IND, (leisure 
and tourism), third party guarantees (PGT), and 
the provision of a budget join SOLETRADER as 
premium increasing categories. 

The final step in exploring the potential of the 
variables is consideration of the interactive cate- 
gories identified in Table 4. To reduce the risk of 
over-specification, variables had to distinguish at 
least 5% of the sample to be included. With an 
R? of 0.37, the richer but more complex model 5 
(12 variables) presents some interpretation diffi- 
culties with the inclusion of interaction categorical 
variables. SIZE.TERM, SOLETRADER, BS.RE 
and 3PGT continue to be important” and IND, is 
now modified by age (less than one year) as one 
of the significant interaction variables. While 
SOLETRADER is premium-increasing, this is 


28 This means that a dichotomous variable must have at least 
six cases in its smaller cell. 

29 The significance of the coefficient for 3PGT has become 
marginal with the expanded variables set. 
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fully abated by the presence of a public accountant 
(ACCT x SOLETRADER). REALPART is also 
premium-increasing, but to a lesser extent than 
SOLETRADER. Balance sheets for partnerships 
and budgets for incorporated firms signal an 
increase in premiums. The remaining three inter- 
action variables all pertain to IND, Premiums for 
IND, borrowers increase if there are either multi- 
ple owner-managers or if it is a soletrader and de- 
creases for older firms (3+ years). 

Potential weaknesses in the model specification 
and use of stepwise regression procedures discour- 
age too detailed an examination of the particular 
variables included in the final model. It 1s reason- 
able, however, to conclude that the size and term 
of loans are significantly associated with interest 
rate premiums in the manner consistent with econ- 
omy of scale. It seems likely that the association 
reflects some co-determination as a response to 
risk rather than direct causality through economies 
of scale alone. Provision of collateral is also im- 
portant, but the modelling process leaves some 
ambiguity as to the value of different sources of 
collateral. This significantly premium-decreasing 
effect of on-balance sheet real estate accords with 
expectations but the absence of other sources of 
real estate collateral from the derived model ap- 
pears inconsistent. It is possible that greater costs 
of securing such collateral largely abate any effect 
on premiums of reduced lender risk. It is also 
possible that the presence of guarantees (from 
both third parties and, for incorporated firms, 
owner-managers) suppresses the entry into the re- 
gressions of such collateral, given that many (42% 
of 3PGT and 81% of OMGT.INC) are supported 
by real estate mortgages (see Table 2). The small 
cell counts (19 3PGT and 47 OMGT INC) restrict 
further exploration of this issue. Similarly, the 
presence of SOLETRADER (n = 17) and REAL- 
PART (n = 21) may also suppress the entry of 
collateral®, although the effect for these organi- 
sational form categories 1s to increase premiums. 
It is possible for this to induce entry of any asso- 
ciated off-setting (premium-reducing) collateral 
categories but, while collateral and organisational 
form interaction variables were considered, most 
were manually suppressed due to small cell counts 
(see Table 2). 

The premium-increasing effect of third party 
guarantees in the models suggests that their pro- 
vision is a response to lender demand for surety 
for loans which are already considered more risky; 
the provision of the security may be necessary to 
obtain the loan but not sufficient to reduce pre- 
miums relative to other loans. 


30 Note from Table 2 that of the 17 SOLETRADERS, seven 
provided balance sheet security, five provided mortgages over 
owner-manager real estate and four had third-party guarantees. 
These numbers are not mutually exclusive. 
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The persistent premium-increasing effect of 
SOLETRADER, which by definition has the nar- 
rowest range of human capital stock, and the pre- 
mium-decreasing effect for older firms are seem- 
ingly consistent with the human capital arguments 
of Pau and Shailer (1998) and, to a lesser extent, 
Cressy (1996a). While REALPART is also pre- 
mium-increasing despite necessarily having greater 
owner-manager human stock than soletraders, the 
effect is less than half that of SOLETRADER 
(0.007 compared to 0.019). It is the difference be- 
tween these that might best be attributed to 
Cressy’s positive human capital effect, but the ab- 
sence of the multiple owner-manager category 
(other than as part of the complex categorisation 
of IND,) generally weakens the human capital 
interpretation. 

The complex service industry UND,) effects war- 
rant closer examination. For this industry, premi- 
ums (expectedly) decrease with firm maturity and 
increase with soletradership*! and (unexpectedly) 
increase with multiple owner-managers. The latter 
was intended to proxy for human capital and so 
was expected to be premium-decreasing. The 
reverse effect for services is consistent with human 
capital dependency and asset specificity, whereby 
it is more risky to lend to multiple owner-manag- 
ers when the value of the business depends on con- 
tinued access to the stock of human capital. This 
view seems appropriate for the services industry 
which sells the skills or knowledge of the owner- 
managers. There are 20 cases of IND,, of which 10 
are 3+ years, eight are sole-traders and eight are 
multiple owner-managers. The sole-traders and 
multiple owner-managers (which are mutually 
exclusive categories) three and four respectively 
are 3+ years—leaving three cases of 3+ years re- 
ceiving the full premium reduction, and five and 
four cases respectively of the full premium-increas- 
ing affects. This is consistent with human capital 
and maturity effects but the intersection effects 
might indicate over-fitting of the data. 
Limitations: Given the variety of potential explan- 
atory variables, the exploratory results obtained 
here are inconclusive in several respects. The cases 
include a wide range of organisational forms and 
industry types across which loan pricing behaviour 
might not be easily generalised into a single model 
due to multidimensional effects without much 
larger data sets. The sample size precludes testing 
of several potential categorical variables, and the 
limited variable set limits the testing of several 
promising aspects concerning collateral and hu- 
man capital. The known limitations of using step- 
wise procedures for developing models (parti- 
cularly order of entry consequences and sample 
size concerns) remain relevant here, but experi- 


31 Note that the soletrader effect is additional to the general 
SOLETRADER discussed above. 
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mentation with variable ordering and backwards 
model development did not generate different 
models. Higher R*s were generated bv including 
categorical variables with low cell counts (that is, 
they distinguished less than 5% of the sample) but 
this appeared to be data-fitting and generated - 
poorly behaving residuals. 

Because the model development here is explora- 
tory, the extent to which the potential categorical 
variable set may be incomplete is a notable limita- 
tion. This can only be addressed by a richer and 
larger data set in future research. The absence of 
a rigorous framework to guide variable selection 
also remains a limitation that warrants future 
attention. 


6. Conclusion 


This exploratory study of the differential pricing 
of loans in response to owner-managers’ signals 
and categorical risk proxies provides evidence of 
several potentially important associations and ef- 
fects, but the results indicate that further research 
of some key aspects is desirable. The most impor- 
tant result is that a simple categorical model ex- 
plains a substantial part of the variation in interest 
rates premia for small business loans. 

It also indicates the appropriateness of types of 
owner-manager signals and risk proxies, although 
further consideration and testing of potential sig- 
nals and proxies is necessary. Human capital ef- 
fects (proxied by the business age, multiple owner- 
manager and real-partnership categories) are 


weakly indicated but difficult to interpret given the 


interactions with industry. These ambiguous hu- 
man capital effects signal the need for more de- 
tailed analysis of the potentially complex trade- 
offs of risk reduction (for lenders) by encouraging 
owner-manager effort through sunk cost effects, 
and income dependency and risk increases through 
asset dependency and specificity issues. 

The lack of importance attached to some of the 
variables tested here, particularly financial state- 
ments, suggests that more needs to be known of 
the circumstances under which they are provided. 
For example, bank policy suggests they are ex- 
pected to accompany loan applications. However, 
their infrequency suggests that provision is either 
voluntary or enforced by the bank onlv in parti- 
cular circumstances. Their value (to the firms in 
this study) as voluntary signals is dubious given 
the lack of any significant premia-decreasing ef- 
fect. If their provision is a consequence cf selective 
bank demand, further investigation of the circum- 
stances under which banks demand financial state- 
ments is desirable. 

' Given earlier research regarding the relevance of 
collateral in small firm debt, the apparent peculi- 
arity of impacts on interest rate premia here is 
possibly a function of limitations in the data set. 
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Further consideration of the costs of different 
sources and forms of collateral may help further 
understanding of this issue, along with the circum- 
stances under and extent to which collateral influ- 
ences rationing decisions or price. 

The interaction of loan term and size (in a cat- 
egorical schema), in their association with interest 
rate premia, may have implications for the way 
size effects on interest rates are interpreted in other 
contexts. Further research on this issue is neces- 
sary to identify the extent to which the association 
is a product of co-determination or causation. 

Overall, while the results of this study attest to 
the value of simple categorical modelling of loan 
pricing, they also signal the need for further 
investigation into the types of categories and their 
effects. 
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Cost accounting in small and medium sized 
Japanese companies: an exploratory study 
Trevor Hopper, Tsutomu Koga and Jitsuo Goto* 


Abstract—Research on Japanese management accounting in the past decade has grown but knowledge of Japanese 
cost accounting, ¢.g. target costing, continuous cost reduction, has tended to be drawn from large, internationally 
successful firms rather than small and medium sized enterprises (SMEs). Moreover, Japanese practices are not 
static: changing socio-economic circumstances may be exerting significant pressures for cost management changes. 
The research was based on 13 company visits and semi-structured interviews in SMEs in Kyushu—mainly in 
manufacturing. Their costing systems proved to be similar to those of larger Japanese firms. Costing systems and 
cost management practices, though not uniform, emphasised simple routine accounting. They were not used exten- 
sively for decision-making or performance evaluation. However, sophisticated detailed processes of cost manage- 
ment, often centred on engineering and quality control, were the norm. The report closes with details of two 
contrasting companies. One was a traditional small subcontractor struggling to survive: the other was a scientific 
research-based organisation with unusual and innovative control systems. The paper speculates that there may be 
extremities representing the past and future in the wake of global competition and changes in the banking sector. 
Increased pressures within supply chains coupled to new pressures from capital markets are forcing SMEs to adopt 
the cost management systems of their larger counterparts and, at the margins, to experiment with new forms of 
control that are more profit oriented. Failure to do so may be a factor in the currently high mortality rate of SMEs. 


> 
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1. Introduction 


The last decade has seen a rapid growth of re- 
search in English on Japanese management ac- 
counting (see McMann and Nanni, 1995, for an 
up-to-date review plus Moyes et al. 1991 and Sak- 
urai, 1996). Japanese cost management has at- 
tracted considerable interest outside Japan as ac- 
ademics and practitioners search for the elixir of 
Japan’s post-1945 economic success. This has re- 
vealed how Japanese cost management systems in 
some industries are embedded in broader mana- 
gerial practices—such as JIT and quality circles— 
pioneered in many Japanese companies but now 
widely emulated in the West (see, for example, 
Bromwich and Bhimani, 1994, and Yoshikawa et 
al. 1993). However, lacunae still exist: research on 
Japanese management accounting tends to be 
derived from interviews with managers—research 
methods tend to be static. Moreover, socio-eco- 
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nomic pressures for transformation tend to be 
poorly explored, which is surprising given that 
Japanese accounting practices are embedded in 
distinctive social and economic contexts (see Ac- 
counting, Auditing and Accountability Journal, 
1990). Also, research is highly skewed towards cer- 
tain firms: it is unusual to find work on, say, public 
enterprises, retailing, or constructlon—where very 
different business practices can prevail. 

Current research draws heavily from large firms 
in internationally successful sectors, especially ve- 
hicles and electronics. In Japan large ‘core’ com- 
panies co-ordinate development and production, 
and their permanent employees normally enjoy 
lifetime employment, generous employment pro- 
tection laws, welfare provision, and rewards based 
on service. A high proportion of activities is sub- 
contracted to small suppliers in peripheral markets 
whose employees tend to have less favourable con- 
ditions of employment (Kenney and Florida, 
1988). It may be unwise to assume that Japanese 
management accounting can be treated as a homo- 
geneous and distinctive whole. 

There is little research on management account- 
ing in small and medium sized enterprises (SMEs) 
in any sector available in English, which is sur- 


prising given that most of Japan’s six million busi- 


nesses are small, play a central role within supply 
chains, and have a record of innovation and effi- 
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ciency which was crucial to Japan’s successful 
post-war development. Many SMEs, especially in 
the vehicles industry, are closely linked to larger 
firms—sometimes even sharing information sys- 
tems and swapping managers (Asanuma, 1989). 
However, SMEs are not homogeneous: some are 
family owned: some seek to retain their independ- 
ence within market relations rather than working 
within a keiretsu; some prefer to be entrepreneurial 
and innovative whereas others, especially in serv- 
ices and retailing, supply traditional markets and 
products. Whatever, SMEs in the manufacturing 
sector are confronted with harsh competitive pres- 
sures reflected in their high bankruptcy rates and 
less benign labour practices (Itoh, 1992; The Econ- 
omist, 1990; Liptetz, 1992). They are subject to in- 
tense pressure to reduce costs while retaining high 
quality levels. The lingering suspicion is that out- 
side Japan’s successful large industrial firms, 
especially within smaller manufacturing firms, 
management accounting practices may be more 
different than is often presumed. 

Management control practices evolved in Japan 
under different socio-economic circumstances 
from those in the West. Following post-war strug- 
gles between capital and labour, coalitions of pol- 
iticians, business leaders and bureaucrats exercised 
indicative planning, based on boosting exports in 
selected key industries, prioritising corporate 
rather than social investment, and the pursuit of 
mercantilist protectionist economic policies (John- 
son, 1982). Currently, Japanese domestic produc- 
ers are suffering reduced international cost com- 
petitiveness due, inter alia, to the previously high 
value of the yen; financing problems and bad debts 
ensuing from the banking crisis at the end of the 
Hesei Boom in 1989; and reduced barriers to im- 
port penetration, coupled to changing work atti- 
tudes, especially among women and the young. 
These are having effects upon corporate systems 
and priorities within Japan (JETRO, 1993) as po- 
litical consensuses have withered, leaving national 
leadership weaker and more fractured (Itoh, 
1992).! 

MITI predicts that Japan’s manufacturing sec- 
tor will shed between 1.24 to 1.45 m. workers in 
the five years from 1996 (quoted in Aera, 1997). 
The Science and Technology Agency, Japan, 
claims that by the early 21st century Japan will be 
overtaken by South Korea in semiconductors and 
steel production, by Taiwan in electronics and per- 
sonal computers, by China in home appliances and 
by Singapore in research and development. Japa- 
nese relative cost advantages have been seriously 
eroded; for example, one industry analyst quotes 
labour costs in Malaysia as being one fifteenth of 
those in Japan. Not surprisingly Japanese com- 


1 This research was conducted in 1994, Since then the Jap- 
anese economic crisis has deteriorated considerably. 
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panies are relocating production overseas. In 1995, 
82% of Japanese colour TVs, 56% of Japanese 
VCRs, 86% of Japanese stereos and 48% of Jap- 
anese CD players were manufactured abroad 
(Aera, 1997). Since 1992, US GDP has increased 
by 22% whereas Japan’s has increased by 6% (The 
Economist, 1997). This has led to clarion calls in 
Japan for major reform. of the Japanese economy 
including: the reduction of government debt; de- 
regulation of markets including insurance, trans- 
port, telecommunications, retailing, distribution 
and housing; and reform of corporate culture, 
especially the overhaul of lifetime employment sys- 
tems and promotions by age seniority. It is 
possible that current competitive pressures may in- 
duce a growing emphasis upon short-run financial 
management within companies and threaten the 
social accords that underpin Japanese manage- 
ment approaches, including accounting ones. If so, 
this is likely to be manifested in Japanese SMEs, 
which are often at the sharp end of such pressures. 

The above sentiments formed the backdrop for 
the research reported here. Its aim was simple: 
through a series of short visits to Japanese SMEs 
it sought to describe how they conducted cost ac- 
counting and to what effect. Several firms were 
studied rather than conducting a single in-depth 
case study. This would yield more representative 
data, albeit at the cost of depth. Given the study’s 
exploratory nature, investigation was pursued 
through site observations and semi-structured in- 
terviews rather than postal questionnaires. 

The research aim was to determine whether 
costing and cost management systems m Japanese 
SMEs differed from systems in their larger Japa- 
nese counterparts as described in previous research 
(for example, Chow et al., 1991; Hiromoto, 1988; 
Monden and Sakurai, 1989; Scarbrough et al., 
1991; Yoshikawa et al., 1989). In addition, it was 
hoped to shed light on whether Japanese SMEs 
were experiencing new management problems, 
hinted at by Japanese colleagues, such as growing 
employee resistance to constant cost reduction, 
managerial burnout and a lack of competitive- 
ness—especially internationally (e.g. Yoshikawa, 
1997). If so, it was hoped to ascertain how they 
were responding. The effect of increased competi- 
tion upon employment practices—especially com- 
mitments to lifetime employment, performance 
evaluation and rewards, was of particular interest. 
These underpin the cost management practices of 
large Japanese firms but it was not known whether 
this was so in SMEs. The researchers suspected 
that their increasingly harsh economic climate 
might have encouraged adaptations of Western 
management accounting methods previously re- 
garded as overly short-run, objective, hierarchical 
and alien to Japanese management philosophies. 
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2. Research methods and sites 


The research was conducted in eleven SMEs.? De- 
tails of the companies are contained in the Appen- 
dix. Access, especially to small companies, proved 
more difficult than anticipated. After failures 
through alternative routes, as is often the case in 
Japan, access was secured mainly through infor- 
mal contacts and introductions. The companies 
differ in size and are heavily weighted to medium- 
sized companies. The firms do not constitute a rep- 
resentative sample, even within the Kyushu region. 
Nevertheless, the range of companies studied was 
sufficient to generate several interesting insights. 
They embraced a variety of sizes, products, mar- 
kets, forms of ownership and inter-company rela- 
tionships. All lay on Kyushu Island in southern 
Japan, in a radius of approximately 100 miles from 
Fukuoka. 

The aim was to study independent companies 
employing fewer than 1,000 émployees, preferably 
in manufacturing. Independence was defined as 
privately owned, not a subsidiary, and without 
significant ownership by a supplier or customer. 
All but two companies satisfied the size criteria 
and all but one were engaged directly in manufac- 
turing. However, definitions of independence and 
organisational boundaries proved more complex 
than anticipated as some companies had some 
cross-institutional share ownership and inter-com- 
pany relationships, in several instances within a 
kieretsu. Two of the larger companies had the 
appearance of what would be conceived as a sub- 
sidiary in the West—though their managers vehe- 
mently argued otherwise.’ However, only two 
companies did not have a significant element of 
family ownership (ranging from 10 to 100% of eq- 


2 Two other companies, Hirata (assembly line manufacturer) 
and XYZ (vehicle components manufacturer) were visited but 
are excluded from the companies listed in the Appendix as they 
did not provide detailed responses to the questionnaire. The 
research questionnaire was not very relevant to Nippon Water 
due to its distinctive mode of management and its being a serv- 
ice company. Consequently, the interviews there deliberately 
followed a different procedure concentrating on issues under- 
lying the questionnatre design rather than its specific compo- 
nents. Nevertheless, the research access at Nippon Water was 
good and informative—hence its inclusion within the main list 
of companies studied. 

3 Noritaka Diamond was a wholly-owned subsidiary within 
the Noritaka Group, one of Japan’s leading ceramics manu- 
facturers. Kyushu Hitachi Maxcel was a wholly-owned subsid- 
iary of Hitachi. Both subsidiaries, however, had considerable 
independence. In Noritaka Diamond this was due to the dis- 
tinctiveness of its business and operations from the rest of the 
Noritaka Group, whereas in Kyushu Hitachi Maxcel this 
stemmed from Hitachi’s long-standing practice of granting con- 
siderable autonomy to its business units. In both instances 
managers perceived themselves to be In a relatively small busi- 
ness despite not being so legally. Given such perceptions and 

_the autonomy of the units, they were retained within the group 
of firms reported upon. 
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uity) which tended to indicate an active family 
involvement in senior management. 

Visits to the research sites were conducted 
during February and March 1994. A questionnaire 
in English and Japanese was prepared consisting 
of 37 questions which formed the basis of inter- 
views.* The first section, on basic company 
information, asked questions on each firm’s age, 
history, size, ownership, financing, customers, 
competitors, supplier relations, unionisation, and 
employee conditions of work—including lifetime 
employment commitments. The second section, on 
the general management of the company, asked 
questions on organisation structures, performance 
evaluation, strategy, production technology, con- 
trols, and financial and physical indicators. The 
final section concentrated on accounting matters, 
including: the measurement of revision of cost tar- 
gets; the relationship of routine product costing 
information and budgets to cost management; 
product costing systems and their usage in target 
setting, rewards, pricing, strategy and marketing, 
and external reporting; distribution of cost 
information; who is responsible for producing it; 
whether techniques such as target costing, ABC, 
value engineering, cost tables, product life cycle 
costing and customer costing were used; and how 
cost management and information fitted into the 
general management of the company. 

The questionnaire was mailed out in advance to 
inform subjects of the nature of the interview and 
to solicit routine descriptive information before- 
hand. Each company supplied relevant company 
reports and information packages. An interview 
was requested with the general manager and the 
persons responsible for cost accounting. In each 
company there was one interview; in four com- 
panies this was with a single individual, usually the 
general manager; in the remainder it was with 
groups of managers ranging from two to six, em- 
bracing the spectrum of tasks and responsibilities 
previously specified. In six of the companies the 
researchers were able to observe operations during 
factory tours. The company visits/interviews 
spanned from one hour to half a day—the latter 
being more typical. All interviews were conducted 
in Japanese with occasional summary translations 
into English for the non-Japanese speaking re- 
searcher. A summary transcript of the interviews 
was made during the interview in Japanese. 


3. Research results 


3.1. Costing systems 

There was no consistent pattern in the type of 
cost systems employed, even bearing in mind the 
variety of firms’ different products and technology. 
Of the nine companies that provided usable re- 


4 Copies are available from the authors upon request. 
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sponses’, five used standard costing, eight used full 
absorption costing, and seven used marginal cost- 
ing (i.e. six used both full and marginal costing: 
the latter was commonly used for specific decision 
purposes rather than routine reporting). Previous 
research reports relatively traditional and multiple 
product costing systems in large Japanese firms, 
e.g. Scarbrough et al., 1991; Currie and Seddon, 
1992; Sakurai, 1990; Yoshikawa et al., 1989. This 
also proved to be the case in the SMEs studied 
here. However, it would be wrong to assume they 
were frozen in time: there were signs of innovation. 
One medium-sized firm even had an activity-based 
costing (ABC) product costing system for routine 
reporting and another claimed to use ABC for 
tracing overhead costs. One general manager had 
instituted a ‘real time’ costing system for produc- 
tion with potentially instantaneous feedback of ac- 
tuals. At first sight, given their predilection to full 
costing and traditional accounting methods, it 
could be argued that the routine formal cost sys- 
tems of the SMEs were not attuned to best eco- 
nomic practice. However, such a conclusion would 
put too heavy a weight on the managerial impor- 
tance of cost control systems vis-a-vis cost 
management systems that are discussed later. In- 
formants intimated that accounting information 
was often used in a sophisticated manner: mar- 
ginal costing was used extensively though selec- 
tively, especially with respect to decisions regard- 
ing out-sourcing of supplies; full costing was an 
input to pricing decisions but rarely its 
determinant. 

Routine product costs and departmental budg- 
ets were produced in all firms, with the longest re- 
porting cycle being monthly. Standards and cost 
targets were revised frequently. Of the nine com- 
panies who supplied usable responses, four revised 
standards every six months, two more frequently, 
and the remaining three upon design changes. In 
all but one of the nine companies the routine cost 
accounts were integrated with the financial ac- 
counting systems: indeed, the contribution of for- 
mal cost systems to financial reporting was seen as 
one of its major functions in virtually all of the 
companies studied. However, it would be wrong 
to assume that formal cost information was irrel- 
evant to management. All 10 manufacturing com- 
panies studied saw it as useful information for 
pricing and (bar one) for strategic and marketing 
plans. The tenor of remarks though emphasised 
taking care to avoid undue reliance upon costing 
data within such deliberations. 


5 Often questions were deemed not relevant or answers were 
not forthcoming for various reasons. These were classified in a 
not applicable/no reply category and excluded from the total 
number of responses. Consequently the total number of re- 
sponses to each question varies in our account. 
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One common practice not normally found in 
Western firms concerned the treatment of direct 
labour. Discussions in several companies revealed 
that it tended to be treated as a fixed cost but out- 
work (putting out) labour costs were treated as 
variable. Sometimes, but less frequently, short- 
term contract and part-time labour was also dif- 
ferentiated as a variable cost. Thus, to a degree, 
labour market distinctions between core (perma- 
nent) workers and peripheral (disposable) workers 
were reflected in the accounting treatment of their 
costs. 

The role of financial information in managerial 
performance evaluation proved difficult to ascer- 
tain. Financial accounts incorporating product 
costing information were normally the basis of 
company-wide bonuses but in no firm other than 
Nippon Water did cost systems form the primary 
basis of managerial performance appraisal and re- 
wards. Generally, there was an aversion to indi- 
vidualised financial § performance-by-results 
appraisal and reward systems. However, it would 
be unwise to infer that financial performance was 
immaterial for evaluating and rewarding manag- 
ers. Five companies stated that the budget results 
were one of several important criteria within 
evaluation systems for middle and senior manage- 
ment and could indirectly affect pay and promo- 
tions. Nevertheless, it was difficult to ascertain 
how performance evaluation was done explicitly. 
The ‘fuzziness’ of this process may be due to the 
complexity of managerial processes associated 
with it; or Japanese cultural concerns to avoid an 
individual’s ‘loss of face’; or an emphasis on col- 
lective responsibility and subjectivity, rather than 
Western individualistic seemingly objective 
appraisal systems, or simply the limitations of the 
research methods based on short visits by strang- 
ers. Nevertheless, under gentle probing, it was 
clear that sanctions could be applied to managers 
deemed to be under-achieving, normally by trans- 
fer to a less influential position with lower status. 

Accounting in Japan is not professionalised and 
management structures tend to be less specialised 
than in Western companies. Differences in the di- 
vision of managerial labour, professional orienta- 
tion and nomenclatures for positions and depart- 
ments between Japanese and Western companies, 
make it difficult to dichotomise whether responsi- 
bilities for maintaining cost recording systems in 
the Japanese companies resided in accounting or 
non-accounting departments. Nevertheless, and 
notwithstanding this caveat, an attempt to do so 
was made. In four firms the responsibility lay with 
an apparently dedicated accounting office 
(management control) functionally outside of (but 
not uninvolved with) line management. Here the 
duties normally extended to financial accounting 
and, in several instances, negotiation of contracts 
and prices from subcontractors as well as servicing 
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managerial teams. Accounting was normally seen 
as a distinct career in itself: it did not include ex- 
tensive prior training in other managerial func- 
tions, nor was it expected to lead to general 
management—though this was not automatically 
precluded. In the remaining six firms, cost record- 
ing responsibilities resided within other manage- 
ment functions, normally engineering, production 
or general management. Sometimes these would be 
designed as cost-engineering sections staffed not 
by specialist trained accountants but rather by de- 
sign or production engineers, pursuing career 
paths within general management and production. 

In general, the research tended to confirm that 
costing and cost management systems in the Jap- 
anese SMEs studied resembled those of larger suc- 
cessful Japanese companies. Cost systems tended 
to be relatively traditional, conventional and not 
dissimilar to Western practice. As with their larger 
counterparts, the differences lay in the processes 
of cost management. The detail and sophistication 
of systems was unexpected given the researchers’ 
prior expectations for Japanese SMEs. The result 
may be biased by the sample, which was heavily 
- weighted towards medium-sized firms in inter- 
mediate positions in supply chains, operating in 
internationally competitive markets, with a smat- 
tering of other companies operating in primarily 
domestic, relatively protected markets. While all 
but one maintained independent market relation- 
ships with suppliers, five had some information 
‘sharing’ relationships with dominant customers. 
There were, however, no very small firms operat- 
ing at the early stages of manufacturing processes 
organised within a keiretsu dominated by a large 
Japanese firm. This point will be returned to later. 


3.2. Cost management 

It would be an error to assume that the SMEs 
studied were neither knowledgeable nor highly 
concerned about costs. However, routine conven- 
tional cost accounting systems were not normally 
central to this cost awareness: rather they were 
used more for financial accounting purposes, pe- 
riodic checks on aggregate managerial progress 
and performance, and providing one of many 
sources of data into cost management processes. 
Like their larger Japanese counterparts, the dis- 
tinctiveness of costing in the SMEs studied lay in 
the complex processes of cost management rather 
than within their formal product costing and 
budgetary control systems (Scarbrough et al., 
1991). As one manager interviewed put it, “Think- 
ing about cost systems is more important than 
costing itself.’ Or, as another manager stated, 
‘Costs are certainly important...but more impor- 
tant are people researching their actions’. The em- 
phasis within the Japanese firms studied was upon 
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drawing from the experiences and creativity of 
employees. 

The 10 manufacturing companies had a range 
of automation ranging from highly automated to 
manual production. Several respondents in highly 
automated companies went out of their way to 
point out that it was not an end in itself—they 
were prepared to use older manual methods if they 
served the purpose. One company had process 
production—the remainders were batch producers 
with a tendency towards small batches. All of the 
manufacturing companies had adopted Just-in- 
Time (JIT) principles and showed a strong com- 
mitment to quality and continuous improvement. 
Given their apparent commitment to the manage- 
ment technologies of large Japanese companies, it 
is not surprising that they all employed cost 
management techniques associated with a JIT phi- 
losophy. All but two of the 10 manufacturing com- 
panies used target costing; all but one used value 
engineering; half used cost tables; but only one 
used product life cycle costing. Kanban systems 
and physical indicators, e.g. defects, lead-times, in- 
ventory reduction, were deemed to be more effec- 
tive means of monitoring operations on a day-to- 
day basis than routine cost systems. 

However, it would be wrong to assume that fi- 
nancial ratios were not significant indicators of 
production performance. While there was varia- 
tion in how they were operationalised, all but one 
of the 10 manufacturing organisations used a com- 
bination of throughput and cost/profit measures, 
normally expressed in terms of each worker and/ 
or group of machines, as key indicators for mon- 
itoring production. The throughput measures 
varied: quantities per machine, lead-times, down- 
time, and capacity utilisation were the most com- 
mon. The exception used profit and costs exclu- 
sively. Many of the companies reviewed the 
physical performance measures daily. Cost results 
tended to be reviewed less frequently, normally 
monthly, but never longer than this. Only one 
company used historical costs for setting cost tar- 
gets: the remainder based them on the outputs of 
continuous cost reduction processes, As would be 
expected given continuous cost reduction, cost tar- 
gets were revised frequently. 

In the majority of firms, cost management com- 
mittees cascading down to shop floor levels were 
central to organisational structures of control— 
both formally and informally. These would invari- 
ably be the province of general managers and en- 
gineers. Often they provided a focal point of 
management activities and they were closely inte- 
grated with production, design and quality activi- 
ties, i.e. the cost management was performed 
within a holistic approach to management rather 
than constituting a distinct item: cost management 
committees were an integral part of the processes 
of quality and continuous improvement. Teams 
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‘were normally horizontally integrated across func- 
tions and vertically integrated from senior 
management down to individual shop floor cells. 
As McMann and Nanni (1995) note, a feature of 
Japanese management accounting is its integration 
with other facets of management, especially qual- 
ity control, JIT, value engineering, and target cost- 

ing. Our research suggests that the J apanese 
SMEs were not exceptions to this rule. 

Employee suggestions and cross-functional 
collaboration over hierarchical levels (including 
the lowliest levels) were deemed to be normal and 
essential. In several companies this was deliber- 
ately reinforced through the management of space. 
The architecture and layout of offices and produc- 
tion lines were deliberately designed to promote 
integration. For example, engineers would be 
physically located alongside production lines in 
open plan arrangements, thus making them visible 
to production workers and vice versa, and often 
sufficiently close to engage in conversation with 
little physical movement. Details of cost reduction 
projects being jointly investigated by cost engi- 
neers and workers, often arising from worker sug- 
gestions, were on public view and each cost 
engineer was expected to be working on a mini- 
mum number of such projects. 

No company routinely passed periodic account- 
ing reports down to production cells, but they were 
invariably distributed among senior and depart- 
mental managers. However, relevant information 
for cost reduction targets and quality improve- 
ments appeared to be easily accessible to teams 
and cost feedback was normally an aspect of pro- 
ject monitoring. It would be over-simplistic to as- 
sume that norms of openness unproblematically 
extended beyond company boundaries. No firm 
outside of a keiretsu expressed any enthusiasm for 
sharing costs with customers or suppliers. Their 
reaction was—-Only if we have no alternative!’ If 
information sharing between small suppliers and 
large customers 1s common in Japan then it may 
be due to economic pressures rather than cultural 
norms. 

The above suggests that routine accounting sys- 
tems and accountants have minor roles in man- 
aging these SMEs, but it would be a mistake to 
conclude that costing plays a marginal role in their 
management. Indeed much of the management 
studied was permeated by and organised around 
cost management. The essential point is that it 
does not reside in accounting departments and for- 
mal cost reporting systems but elsewhere in other 


6 The researchers were surprised at the extent Japanese SMEs 
used ‘advanced’ techniques pioneered by large Japanese com- 
panies. Several managers commented that education and train- 
ing programs of Chambers of Commerce, sometimes prompted 
by MITI, had been influential. 
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management processes and functions associated 
with cost management. 


3.3. Cost strategies: continuity, cracks, and 
experimentation 

Many of the companies, especially those subject 
to international competition directly or indirectly, 
were facing major problems on pricing and cost 
competitiveness. All but two of the manufacturing 
companies reported reduced profitability over the 
previous five years. One of the exceptions had suf- 
fered reduced sales but had maintained profitabil- 
ity through drastic cost reduction. This more re- 
cent cost pressure brought about by the end of the 
Heisei Boom, the then high value of the yen, 
tightening credit, and increased foreign competi- 
tion, may account for why this study found costing 
to be so central. 

All the manufacturing companies professed a 
commitment to maintaining lifetime employment 
for permanent workers. The extent of lifetime em- 
ployment amongst the SMEs studied was a sur- 
prise, as the researchers had assumed that it tended 
to be the preserve of core employees in large 
firms.” No labour-slashing plans were apparent, 
though several companies had retrenched severely 
with respect to part-time and contract workers, 
and had reduced annual bonuses.* The attachment 
to lifetime employment could not be attributed to 
unionisation within the Japanese companies: one 
half had no unions and the remainder reported 
that unions in their companies had negligible 
power. 

Most companies saw their strategy in terms of* 
technological and product innovation: high quality 
products and customer servicing, and sufficient 
product differentiation to sustain premium pricing. 
This fed through to their priorities for suppliers, 
especially vis-a-vis quality. Six companies reported 
concerns over their relative costs, including sup- 
plier costs, and hence their ability to remain inter- 
nationally competitive. Not surprisingly this was 
more acute among the companies exposed to inter- 
national competition: comments on the innate su- 


7 Lifetime employment is not as widespread in Japan as is 
commonly assumed—only about 30% of the labour force may 
be so covered (Economist, 1990), though estimates vary 
considerably. 

8 Yt is difficult to draw comparisons between Japan and the 
West without a comparative study. However, some months pre- 
viously one of the researchers had studied a small UK vehicle 
parts company similar in size and product range to MidVeh. 
The differences were marked. MidVeh had more detailed and 
sophisticated cost systems and, unlike MidVeh, the UK. com- 
pany did not use JIT production or associated quality systems. 
Its impending preoccupation appeared to. be with breaking 
strong unions as a prelude to taking labour out and casualising 
its labour force. Clearly, a sample of one cannot be used to 
generalise about UK companies. However, the contrasts are 
stark, especially bearing in mind that MidVeh was not excep- 
tional with respect to the other Japanese companies studied. 
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periority of Japanese methods tended to stem from 
companies serving essentially domestic markets. 

Most companies had, or were contemplating, 
shifting low value-added production functions to 
low cost areas, mainly in the Pacific Rim, such as 
Malaysia, the Philippines, Thailand and, increas- 
ingly, China—which was perceived as a major 
competitive threat and opportunity simul- 
taneously. Several companies questioned the via- 
bility of sustaining such a strategy in the longer 
term if it were to lead to ‘hollowed out’ corpora- 
tions with high value added service activities such 
as research and development, and marketing and 
distribution in Japan, and low value added pro- 
duction moved overseas. Schmidt (1996) argues 
that such a fragmentation of production negatively 
affects Japanese costing systems, as they depend 
upon close co-operation of design and production 
functions for cost control. 

While it would be wrong to claim that cost pres- 
sures were provoking major structural labour mar- 
ket changes within the Japanese firms studied 
(including abandonment of lifetime employment 
commitments), or a desire to radically depart from 
well-proven Japanese management methods, 
cracks within existing systems and pressures to 
change were apparent. In the main these emanated 
from problems of maintaining competitiveness in 
the face of increasingly global competition and en- 
suing changes in the international division of la- 
bour. These were being made more acute by do- 
mestic economic problems and, ironically, 
affluence stemming from Japan’s past economic 
SUCCESS. 


3.4. Extremities of change 

The above reports the bulk of the findings prior 
to the last day’s research visits. The message was 
essentially one of growing management change 
within a continuity of commonly understood Jap- 
anese management philosophies. However, costing 
and cost-related issues were increasingly coming to 
the fore. The changes tended not to be dramatic 
nor were the SMEs’ cost systems markedly dis- 
tinctive from those of their larger counterparts. On 
the last day of field visits, two cases arose: Nippon 
Water Science and XYZ, which deviated from the 
above conclusions. Paradoxically both had been 
left to the end, as one company was not in man- 
ufacturing directly and the other had given rise to 
problems of access. 

Nippon Water Science had been recommended 
for study as a distinctive and managerially inno- 
vative company. It is primarily a scientific con- 
sulting and research laboratory that lives off roy- 
alties from inventions sold to companies. 
Significantly, it was receiving local and national 
state support from the local prefecture and MITI 
respectively as an important experiment in future 
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Management control models and a high value 
added service company that was scientifically and 
managertally creative. Its organisation was 
strongly permeated by its president’s belief that a 
second industrial revolution is underway based on 
adaptive organisations and a consumer society. It 
was run according to three enunciated principles 
on project cells, performance evaluation, and sal- 
ary systems. 

Individual companies were limited to 50 em- 
ployees organised into work cells, each headed by 
a project manager with the power to select team 
members, organise their activities and to control 
their budget. The cell life was the project life, 
though employees could be in more than one cell 
simultaneously. It employed mainly young highly 
qualified science graduates on temporary annual 
contracts—there was no commitment to lifetime 
employment. Each person had considerable discre- 
tion to negotiate and select the work activities they 
undertook. 

Performance evaluation was made according to 
a formal system based on the stages of engineering 
development each employee undertook on each 
project. The stages ranged from the creation of sci- 
ence through to the application and usefulness of 
the ensuing engineering technology—with the lat- 
ter stages being much more heavily weighted for 
performance appraisal purposes. Payment de- 
pended on ability and performance—not qualifi- 
cations or age or service. Each worker had a mod- 
est basic salary with the remainder determined by 
the weighted value of each engineering level on 
each project undertaken, times the percentage of 
their time allocated to that project. Bonuses de- 
pended on the actual profit accruing from indivi- 
dual projects completed. Engineers with insuff- 
cient projects had to create a new project or find 
a new project team or eventually lose their job. An 
overloaded employee could transfer work outside, 
but at the cost of a smaller salary due to a reduced 
work denominator. The distinctiveness of the sys- 
tems lay in the absence of any allegiance to lifetime 
employment, their emphasis on individual rather 
than collective performance evaluation, formal ob- 
jective systems of appraisal, payment by results 
rather than seniority, and the emphasis upon cre- 
ativity and proactivity rather than conformity. In 
many respects the systems were quite alien to nor- 
mal Japanese management control conventions. 
Whether they are a pointer to the future in Japan 
remains to be seen. 

The last organisation studied, XYZ, stood in 
sharp contrast to the above.’ It was not in a new 
innovative scientific sector but rather in the chu- 
sho kigyo sector of small firm subcontractors that 


? Unlike the other companies, XYZ did not complete the 
questionnaire and thus details are not contained in the 
Appendix. 
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traditionally have supplied 70% of bought-in parts 
to the large Japanese car firms. They are often at 
the cutting edge of competition with a precarious 
financial position: their bankruptcy rates are 
higher and their credit shorter the smaller the com- 
pany. Initially the owner of this small vehicle com- 
ponent manufacturer, XYZ, had refused to see us 
when he learned that we did not have a ‘JapVeh’ 
car.!° Later he relented and a visit was arranged. 
The following account draws heavily from the field 
notes of the Western researcher as they convey 
events more accurately and vividly than sub- 
sequent ‘sanitised’ summaries. The notes were pro- 
duced outside of the research methods. They are 
produced here as self-criticism and to illustrate the 
potential of more intensive participant observation 
methods, which have been neglected in research on 
Japanese management accounting. Such studies in 
other areas of Japanese organisations reveal a 
more complex and conflictful portrait than studies 
based on short visits and interviews, e.g. Kondo, 
1990. The fragment below is intended to illustrate 
how a chance ‘critical incident’ can provide addi- 
tional insights. 


‘This factory looks different from the rest. 
It’s located on a small scruffy industrial es- 
tate of mainly metal-bashers. This company 
is very small...We go into the entrance that 
takes us straight into a general office. It’s not 
like the other places we’ve been to—rather 
scruffy and dismal—the two young girl re- 
ceptionists are chewing gum and they don’t 
bow to meet us. We go straight to the Presi- 
dent’s office next door. It’s a bit like those 
you find in scrapyards at home (an exagger- 
ation). The seats for visitors are like old torn 
car seats and the ashtrays are overflowing. 
The President is different—he’s not in a suit 
but a light anorak and slacks. He looks 
tough and has scarred hands. He’s a charac- 
ter—-never stops talking—mainly about 
[Jap Veh] and the recession. He’s on the sharp 
edge and edgy about it. He says there’s noth- 
ing worth seeing at his factory—it’s very ru- 
dimentary and a big percentage of the work- 
ers are part-timers—but he will take us to 
[MidCo]!! and then the nearby factory of 
[JapVeh].’ 


We were then driven to the nearby MidCo and 
JapVeh factories where we were given factory 
tours, saw company videos and held the research 


10 ‘JapVeh’ and ‘XYZ’ are pseudonyms for a major Japanese 
vehicle manufacturer and its small vehicle component manu- 
facturer respectively used to preserve anonymity. 

I! MidCo’ is a pseudonym for XYZ’s major customer which 
is a medium-sized ‘independent’ component manufacturer 
which mainly supplies a nearby vehicle assembly factory of 
JapVeh. 
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interviews as described previously: The President 
of XYZ then took us back to his factory in his 
large new JapVeh car. An animated discussion en- 
sued during the journey. Its tone is again best con- 
veyed through field notes. 


‘Koga compliments him on his nice new car. 
He says he bought it last year from [JapVeh] 
to try and help them. Their managers pres- 
sured him into buying it—every time he saw 
the manager at [JapVeh] the manager sug- 
gested that he [the President of XYZ] should 
buy a new JapVeh car. And he should bring ` 
him names and addresses of other people he 
knew who wanted to buy a new car. (Now I 
know why he was so concerned about what 
car we had and whether we wanted to buy a 
new JapVeh one!) He’s very bitter about the 
pressure [JapVeh] put on subcontractors. He 
says you can always tell a [JapVeh] subcon- 
tractor—they have a big new [JapVeh] car 
and no money! This is-how [JapVeh] grows. 
‘He says he is at his wit’s end. He doesn’t 
want his son to enter his business. He com- 
plains he works 365 days a year. He has to 
constantly cut costs but it is proving imposs- 
ible to do so, Previously he did it by em- 
ploying students and women part-timers. But 
even this did not work enough—more cost 
cuts were demanded. He’s tied to [JapVeh]. 
He can’t see how he can get another big cus- 
tomer. He will cut prices even though it will 
lead to bankruptcy. 
‘He has another customer but he is only 
small. He [President of XYZ] is trying to 
develop a new product for [JapVeh] but to 
no avail—they are not interested. He has 
asked [JapVeh] for increased production but 
he didn’t get any more. He has had to lay 
off workers. He complains bitterly that we 
are friends of [JapVeh] but come the reces- 
sion we are the first to suffer—we are not 
making any profits. He says, “This is the re- 
ality of Japanese business behaviour and 
style. The true picture is not like the videos 
we've just sat through. I cry every night 
about my business’. He goes on to talk 
about how friends’ small businesses have re- 
cently gone bankrupt.’ 

The following Monday the Western researcher 
recounted this research visit to a Japanese col- 
league at Kyushu University. He smiles wistfully, 
and says, “That's the Japanese keiretsu.’ 


4. Conclusions 


The Japanese economic and business world is 
changing as a consequence of financial crises. The 
Banks’ struggle with bad loans has left them with- 
out the means to fully prepare for deregulation. 
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As a result, the market supply for loans is shrink- 
ing. The seriousness of the situation is evident in 
the actions of many manufacturing companies, 
including Nissan Motors, Mitsubishi Motors, and 
many major financial institutions in the banking, 
' Insurance, and security sectors that have entered 
into capital relationships with overseas companies. 
This. would. have been abhorrent until a few years 
ago. 

Companies that previously relied upon banks 
for funding are now forced into self-financing or 
- must go directly to financial markets, e.g. by is- 
suing bonds. Prolonged economic depression, in- 
creased international competition, and deregula- 
tion in financial markets are producing new 
financial pressures on top management in SMEs, 
as well as their counterparts in global large firms. 
Previously, the major banks at the centre of the 
company groups that dominated enterprise groups 
in Japan after the war? met the capital needs of 
other companies in the group at low interest. 
During the Heisei Boom period, with its high rates 
of capital appreciation, there was little pressure for 
high operating returns on capital. Japanese firms, 
large and small alike, had little experience of rais- 
ing funds in competitive financial markets. The 
profitable international firms with competitive ad- 
vantages in global markets were exceptions. 

With deregulation, the onset of depression after 
the end of the Heisei Boom, and the resulting bad 
debt problems in the Japanese banking system, 
this situation is now changing. There is much 
greater emphasis upon the need for short-term 
profitability and the requirements of capital mar- 
kets. However, the ramifications of this upon fi- 
nancial management systems within enterprises are 
currently unclear. The Japanese economy and 
many companies are beset with financial confusion 
and experimentation. It may be too early to con- 
jecture whether demands for financial engineer- 
ing—with an emphasis upon short-run financial 
performance profitability measures and the ability 
to quickly cut labour costs—will replace cost 
management systems within flexible production 
that are based on skilled, committed employees 
with lifetime employment. However, as deregula- 
tion advances in financial markets and Japanese 
economic growth slows, lifetime employment may 
face severe challenges. 

The research results intimated that many of the 
firms were entering a new but modest phase of or- 
ganisational control experimentation to address 
global economic pressures and to increase short- 


12 Following the dissolution of the Zaibatsu (large trading 
groups) by the GHQ of the US occupation army during the 
post-war restructuring, many major banks became central play- 
ers within newly developed and rapidly growing manufacturing 
groups. Keiretsu (which are based on supply-chain networks) 
tended to develop in the 1960s. 
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run profitability. The research was conducted in 
the early stages of the recent Japanese economic 
downturn so it is perhaps unsurprising that the 
changes it traced were modest. Nevertheless, the 
findings resonate with other recent studies indicat- 
ing a desire of Japanese companies to make seg- 
mental costs more visible and individuals more 
accountable. For example, Hopper and Joseph 
(1995) and Yoshikawa (1996, 1997) all detail ex- 
periments by Toyota involving new production 
systems and more devolved administrative struc- 
tures; Yamada (1991) traces a growing adoption 
of individualised payment systems. Schmidt (1996) 
claims that lay-offs and early retirements are del- 
eteriously affecting employee morale and merit 
pay based on Western individual performance 
measures, rather than seniority, are becoming a 
significant proportion of remuneration. This is re- 
sulting in managers laying more emphasis upon 
short-term success and financial measures such as 
ROI (return on investment) and earnings. All in- 
dicate a strong interest in individual performance 
evaluation and rewards, delegated financial 
management within central reporting structures, 
and detailed cost measurement of sections. Two 
management control systems in particular have re- 
cently been of interest to Japanese firms: the In- 
house Company System for larger companies, and 
Micro-profit Centres for SMEs (see for example, 
Diamond Harvard Business, 1996: 6-53; Kigyou- 
Kaikei, 1995: 44-65). 

The in-house company system was first intro- 
duced by Sony in 1994. Mitsubishi Chemical, Hi- 
tachi, Daiei, Takeda Pharmaceutical, Toto, Ascii, 
and others soon followed suit (see for example, 
Nishizawa, 1998: 53-54). Previously most of these 
companies had a divisional structure, typically re- 
sulting in 20 to 40 and sometimes more than 50 
divisions. Manufacturing and marketing were usu- 
ally separate independent divisions, in contrast to 
the Western practice of division with delegated 
responsibility for development, manufacturing, 
and marketing combined. The Japanese belief was 
that independent manufacturing and marketing di- 
visions would improve the efficiency and flexibility 
of each function, and promote swifter adaptation 
to changes in market demand. However, Japanese 
divisions could be cut off from the manufacturing 
and marketing functions despite being responsible 
for the performance of its products. These ar- 
rangements promoted market share and sales 
growth rather than profitability (Odagiri, 1992). 

The in-house company system, adopted by 
Sony, arranged its 27 divisions into eight in-house 
companies. Each retained the manufacturing and 
marketing functions within their control so that 
their president could be the head of an investment 
centre whose performance was evaluated by ROI 
(see Sony Corporation, ‘Revolution on Manage- 
ment Structure’, Sony Corporation, 1994). The 
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purpose of the in-house company system was not 
merely to increase profitability incentives but also 
to increase the flexibility and speed of response to 
market changes by the development, manufactur- 
ing, and marketing functions. Many Japanese 
companies strongly believed that improving the 
flexibility and speed of the latter is the key to sur- 
vival and recovering profitability in their difficult 
economic situation. In previous divisional systems 
the company’s executive board included heads of 
all divisions and a chairman, president, and vice- 
presidents. There could be several dozen directors, 
This resulted in the board discussing each divi- 
sion’s operations. In contrast, the board in the in- 
house company system includes only a chairman, 
president, and vice-presidents. It is usually around 
10 members in total and its discussions are in- 
tended to focus on strategies and where to concen- 
trate resources. The day-to-day operations of each 
in-house company are the responsibility of its 
managers. This in-house system produces a struc- 
ture of board and divisional responsibilities closer 
to Western practices in an attempt to emphasise 
profitability and rapid response to opportunities. 
Micro-profit centres have been promoted for 
SMEs grappling with the new economic pressures. 
It was originally devised, developed, and promoted 
by Kyocera (Cooper, 1995: 304-316). It can vary 
considerably according to factors such as the in- 


dustry, company scale, and production tech- | 


nology. Following Kyocera’s practice, each micro- 
profit centre (amoeba) of around 15 workers is 


assigned responsibility for the profitability and ex- -> 


ecution of each job undertaken. The transfer price 
to the marketing department is the sales price for 
the amoeba, and the transfer price from upper- 
stream amoebas constitutes its purchase price. 
Profit per labour hour is used as a profitability 
index. The intention is to make workers profit- 
conscious and to have strong incentives to cut 
costs—-for example, being willing to cut labour by 
transferring idle workers to another amoeba; or to 
improve production processes to save labour, 
material, and costs; or to talk to the marketing 
department or even customers directly to help fulfil 
their demands. In the recent economic and busi- 
ness situation in Japan, many SMEs have been 
adopting micro-profit centres to provide incentives 
for profitability and cutting costs, and it is rela- 
tively easy for SMEs to form a set of amoebas and 
divide and distribute jobs accordingly. If the mar- 
-kets of an SME are small, requiring few demand 
changes and minor technical developments, then 
the Amoeba system may be effective in directing 
attention upon profitability and survival. It is too 
early to judge the scale and effectiveness of these 
recently popular palliatives for troubled Japanese 
companies. Moreover, the research found no 


examples of the above two systems being applied . 


in the companies studied. However, as explained, 
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their changing cost management practices and 
concerns were consistent with movements in 
similar directions. 

Neither XYZ nor Nippon Water typify the 
SMEs studied—trather, they represent extremities 
on a continuum of possibilities for change. Policy 
makers in Japan perceive Nippon Water as rep- 
resenting one strand within possible future direc- 
tions. It is high value-added, creative, and based 
on scientific knowledge creation from qualified sci- 
entists rather than exploiting efficient manufactur- 
ing. Its individualistic controls coupled to tempo- 
rary employment contracts denote a severe rupture 
from employment practices cherished elsewhere in 
Japan, especially within large manufacturers. Be- 
ing an independent service firm, it could more eas- 
ily adopt such control strategies. It is questionable 
whether this can be the case for many of the other 
companies studied confronted by problems of cost 
competitiveness and potential ‘hollowing out’ fol- 
lowing the transfer of operations abroad. As will 
be discussed below, abandoning lifetime employ- 
ment and related labour practices may imperil the 
very strengths of Japanese manufacturing. 

As the colleague commented, an understanding 
of costing change m manufacturing SMEs needs 
to recognise the role of keiretsus. These consist of 
a core large manufacturer supported by member 
companies in the supply chain. The latter are 
organised by the core manufacturer who has the 
major influence over key strategic decisions. The 
keiretsu have been crucial in engendering greater 
market competition. The competitive advantage of 
the core manufacturer’s products rests upon the 
keiretsu’s ability to develop high value-added 
products, improving their quality, and cutting 
costs. This has been increasingly achieved by out- 
sourcing more parts and components through its 
supply chain, coupled to greater co-operation and 
pressure with favoured subcontractors. Supply 
chain members’ ability to develop parts of high 
quality and low cost, more than ever, determines 
the competitive advantage of final products by 
core manufacturers. Now market competition is / 
amongst keiretsus and the performance of a kei- 
retsu as a whole decides on the market winner (see, _ 
for example, Asanuma, 1988, 1989, and 1991). 
Core manufacturers depend on member companies 
just as member companies depend on core 
manufacturers. 

In this heightened competitive situation, SME 
members of supply chains have had to increase 
their capacity to develop parts and components 
within the quality, cost, and lead-times specified by 
the core manufacturer, who expects continuous 
cost reduction and quality improvement after pro- 
duction starts. Suppliers that do so get a greater 
share of orders within the supply chain and thus 
a greater share of profits. Failure results in losing 
business. This has forced SMEs within supply 
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chains to increasingly learn the advanced manage- 
ment skills and cost control techniques from core 
manufacturers to survive. SMEs outside a Keiretsu 
have had to do likewise to compete with their 
counterparts inside such chains. This context helps 
explain the somewhat unexpected results showing 
that SMEs had adopted the cost management 
skills and techniques of larger manufacturers. 

XYZ was a small subcontractor within a kei- 
retsu living on its wits. It constantly faces pressures 
for cost reduction and innovation to survive. It has 
a simple technology, low value-added activities, 
and personalised controls emanating from its 
President. Lifetime employment and company wel- 
fare systems have always been an infeasible eco- 
nomic luxury. SMEs played a key role in Japanese 
economic development, being highly competitive 
within and amongst supply chains. Many created 
unique technologies which larger core manufac- 
turers could not develop. Now many face a bleak 
future. Automation, comparative costs, a changing 
international division of labour, and shifts in Jap- 
anese consumer tastes towards imports, are forcing 
Japanese industry to restructure. This is leading to 
changes in many SMEs. Growing economic pres- 
sures within keiretsu have rendered many SMEs 
marginal and pushed them out of business 
(Ozawa, 1991). SMEs without advanced techno- 
- logical and managerial skills have great difficulty 
in surviving. XYZ is such an example. 

Nevertheless, SMEs remain important to the 
Japanese economy and the international competi- 
tiveness of its manufacturers. The remaining 
firms studied were more typical of prevalent man- 
agerial and cost management practices. These fell 
between the extremities outlined above with 
respect to XYZ and Nippon Water. They had 
varied but conventional product costing and budg- 
eting systems supplemented by cost management 
practices involving JIT, and target and kaizen cost- 
ing. Their costing systems mirrored those of large 
Japanese manufacturing firms. These results were 
somewhat contrary to the researchers’ prior expec- 
tations of simpler, cruder systems: instead they 
found a high degree of cost awareness and sophis- 
ticated cost management systems. Related, and 
equally unexpected, these were underpinned by 
other features held in common with larger Japa- 
nese firms, including lifetime employment prac- 
tices, a commitment to continuous improvement, 
integrative managerial processes, investment in sci- 
ence and engineering, and a desire to concentrate 
on high value added activities. These were unex- 
pected results in that the effects of the new pres- 
sures within keiretsu had permeated to SMEs 
quicker and more extensively than had been 
anticipated. 


‘13 See for example, Whittaker, 1994, for a more detailed ex- 
-position of economic and business problems of SMEs. 
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Evidence of costing changes abounded in firms 
studied other than XYZ and Nippon. However, it 
would be wrong to assume that the changes were 
discontinuous or revolutionary or that the firms 
were beseiged by crisis: quite the converse—extant 
management methods were highly valued and 
hence retained. Strategies to cope were perceived 
as being in hand. Modest changes were afoot, 
including costing having greater centrality within 
management processes. Similarly, while lifetime 
employment was not being overthrown, thought 
was being given to its modification. Moreover, 
most firms had responded to cost pressures by ac- 
tion within secondary labour markets and relocat- 
ing production overseas" rather than substantially 
changing management systems. The more exposed 
firms were to international competition, the more 
they questioned the adequacy of their cost 
management and the greater their willingness to 
experiment. 

This is producing a tension between traditional 
Japanese practices of lifetime employment since 
World War Two and the pressures for profitability 
within heightened global competition. The role of 
lifetime employment in Japanese competitiveness 
is often not well understood. As pointed out 
above, lifetime employment has not been over- 
thrown in the firms studied—it was perceived as 
crucial for keeping production competitive. In Ja- 
pan, skilled versatile shop-floor workers have 
maintained effective production. Their involve- 
ment in JIT, TQC and Small Group Activities 
facilitate quality improvement, cost reduction, and 
lean production. Lifetime employment, together 
with pay systems that reward higher skills with 
higher pay has been an indispensable incentive for 
workers to improve their skills and participate in 
these processes. In a working environment of as- 
sured positions, coupled to the difficulties of find- 
ing comparable employment in the case of com- 
pany failure, workers are motivated to concentrate 
their attention and energy in these directions 
(Aoki, 1988; Koike, 1988, 1991). Viewed in such a 
light, the reluctance of the firms studied to aban- 
don lifetime employment may be understandable. 

Several previous studies of Japanese manage- 
ment accounting emphasise cultural reasons for 
differences to the West, drawing attention to the 
Japanese emphasis on harmony and collectivism 
(Hunt and Targett, 1995; Chow et al., 1996). Such 
studies are valuable but they are essentially static 
and do not take account of the interplay between 
economics, institutions, beliefs, and actions. We 


14 Several industrial relocations by companies studied were 
not just reactions to comparative cost advantage but also to 
labour shortages within Japan, which has had exceptionally low 
levels of unemployment. However, this is currently increasing. 
Whether it will continue to do so is difficult to predict given 
the problems of the ageing Japanese population. 
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have tried to demonstrate above that economic 
and institutional changes within Japan are also es- 
sential for an understanding of accounting changes 
in Japan as elsewhere (Mroczkowski and Han- 
aoka, 1989). Nevertheless, we would counsel 
against economic determinism in these matters. 
Japanese large companies typically have operated 
in rapidly changing industries such as automobiles, 
electrical and electronic machinery, computers, 
and semiconductors. For Japanese companies, 
speed and flexibility of response, along with atti- 
tudes toward competition described by Robin 
Cooper (1995) as ‘confrontation’, are indispensa- 
ble facets of competitiveness. A common business 
principle for problem solving is ‘first come, first 
served’. Japanese companies show signs of adapt- 
ing to the economic changes quickly and are de- 
veloping systems that retain their inherent abilities 
of flexibility and speed while addressing the new 
financial pressures. 

This does not necessarily mean that Japanese 
companies will continue to be unconcerned about 
the Western practices such as divisional perform- 
ance measures, more sophisticated capital budg- 
eting, individualised control and reward systems. 
As has been pointed out, such measures of prof- 
itability are being introduced more widely (Yosh- 
ikawa, 1997, Schmidt, 1996). For example, 40% of 
Sony Corporation’s shareholders are now foreign- 
ers (Financial Times, 10 March, 1999) and Sony 
has had to be sensitive to shareholder value. Their 
new system reflects an awareness and ability to 
respond to these pressures. However, the incor- 
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poration of Western practices into Japanese 
management accounting systems is best seen as a 
continuation of a tradition of adopting foreign 
management techniques to Japanese circumstances 
and competitiveness strategies rather than a dra- 
matic discontinuity in practice. Moreover, there is 
increasing evidence that many Western companies 
are adopting some Japanese management meth- 
ods, including accounting ones but with modifi- 
cation to local conditions. The research issue may 
not only be the distinctiveness of between Western 
and Japanese management accounting systems, 
but rather the shared contingent pressures towards 
greater convergence under global competitiveness. 
While there are signs of convergence, there are 
clear limits to this process, depending on a mix of 
cultural and institutional factors. 

Institutional changes associated with regulatory 
and accumulation pressures are as dynamic and 
significant for accounting changes in Japan as else- 
where (Mroczkowski and Hanaoka, 1989). Dy- 
namic changes in Japanese management systems in 
response to socio-economic changes are not new. 
For example, contemporary Japanese management 
systems (including cost management) based on 
‘Toyotism’ did not begin to supplant Tayloristic 
systems until the late 1960s following major in- 
dustrial relations changes (Peck and Miyamachi, 
1994). Japanese management accounting is in con- 
stant flux and is highly contingent. However, it is 
constrained by notions of economic reasonable- 
ness as well as Japanese ways of life and conduct- 
ing business. It needs to be studied in such a light. 
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Book Reviews 


Cost management and its interplay with business 
strategy and context. A/f Oldman and Cyril Tom- 
kins. Ashgate xvi + 296 pp. £42.50 hardback. 


This book is the outcome of a long-term research 
project between Alf Oldman, a senior consultant, 
and Cyril Tomkins, a well-known British 
academic. It addresses a seemingly simple though 
largely unexplored question: the extent to which 
six new management accounting techniques (e.g., 
target costing, activity-based costing, kaizen cost- 
ing, theory of constraints, shareholder value ana- 
lysis, and balanced scorecards) are supportive of 
firms’ strategy in today’s business. Drawing on the 
Gordon and Miller’s (1976) contingency model for 
the design of accounting systems, the authors in- 
vestigate if such model is linked to their proposal 
of four cost reduction archetypes, namely: con- 
tinuous process improvement, continuous market 
innovation, product pruning, and radical 
innovation. 

In common with the Relevance Lost School 
(e.g., Johnson and Kaplan, 1987), the book is in- 
formed by the transaction cost economic litera- 
ture. Accordingly, the book places considerable 
emphasis on cost reduction issues and has strong 
theoretical links to the Strategic Management Ac- 
counting literature. Empirical evidence supporting 
this project was gathered from five companies 
(e.g., Stoves plc, Abbey National’plc, Rank Xerox 
Limited, Normalair-Garrett Limited, and Thorn 
Lighting plc), which the authors regard as firms 
that develop ‘best (or, at least, good) practice’ (p. 
23). 

The book is organised into one executive 
summary, three main parts, and two appendices. 
The executive summary outlines the theoretical 
foundations of the project and provides the reader 
with a list of its 10 main findings. The research 
objectives and design are described in the first 
main part of the book. In this part, the authors 
clarify some crucial notions developed by the stra- 
tegic management and the management account- 
ing literatures, such as market-driven vs tech- 
nology-driven cost management systems, target 
costing vs cost-plus approaches, and the intellec- 
tual foundations of different cost management ap- 
proaches. This analysis leads the authors to their 
above mentioned proposal of four cost reduction 
archetypes, which are the outcomes of both firms’ 
(strong/weak) turnarouhd need and their (strong/ 
weak) market orientation. The potential usage of 
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the six new cost management accounting tech- 
niques under consideration is then explored for 
each of the four cost reduction archetypes, and this 
in turn provides the foundation for the develop- 
ment of the three theoretical propositions that 
guide the analysis. This part also reports on meth- 
odological issues, companies’ selection criteria, 
and the software package used to analyse field 
study interviews. 

Part H comprises about two thirds of the book’s 
total length, and thus constitutes its core section. 
The description of the five cases follows a common 
structure for each firm: history, environment and 
business strategy (including products and mar- 
kets); description of the main organisational char- 
acteristics (including the research and development 
policy); decision style, cost management strategies 
and how each individual case relates to the stra- 
tegic archetypes, and cost management tools and 
how they relate to the strategic archetypes found 
in the case. By drawing both on the vast amount 
of data gathered from the field studies and on the 
systematic search, gathering and analysis of pub- 
licly available information about firms (e.g., news- 
paper articles, financial statements), the authors 
provide the reader with rich information about the 
firms’ characteristics. 

Part III outlines the conclusions of the investi- 
gation. An interesting finding is that in all the five 
cases, the firms experience transitional stages 
towards a state of continuous market innovation. 
That is, towards an archetype characterised by the 
absence of firms’ turnaround needs as well as by 
a strong market orientation. The transitional 
stages, the authors contend, involve two main, 
exclusive routings: continuous process improve- 
ment or radical innovation. Continuous process 
improvement—no turnaround need of firms and 
weak market innovation. Radical innovation— 
strong turnaround needs and strong market ori- 
entation. The authors derive an overall conclusion 
from this finding; organisational best practice is 
not captured by one archetype. Conversely, organ- 
isational best practice is largely contingent on the 
concrete historical period that one firm undergoes. 
The authors also show some relevant results on the 
management accounting techniques that inform 
cost reduction decisions for both future and cur- 
rent products. For the latter products, they ob- 
serve that market-driven businesses use the notion 
of target costing. Whereas the authors find support 
for the notion that cost reduction decisions involv- 
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ing current products are largely informed by the 
theory of constraints. The book also includes two 
short appendices. Appendix A outlines the under- 
lying assumptions of the extended four-state cost 
management model. Appendix B comprises a 
definition list of the main notions used in the 
investigation (e.g., continuous improvement, the- 
ory of constraints). 

A few minor issues, however, gave me pause 
when reading the book. First, there is insufficient 
emphasis on the technical side of things. Though 
this is understandable in order to curtail the 
book’s length over the usual standards, potential 
readers of the book may not be up to date with 
each of the recent management accounting tech- 
niques under analysis. Second, the chapter on re- 
search objectives and design certainly provides a 
fair depiction of the theoretical and methodologi- 
cal issues on which the investigation is based. 
However, the arguments developed in that chapter 
are too abstract at the outset of the book, 
especially for practitioners. Third, some of the 
management accounting techniques under con- 
sideration may fairly be regarded as fashions. The 
authors might wish to take a more critical stance 
towards such techniques, and address also their le- 
gitimating effects, in forthcoming editions of the 
book. Fourth, the authors might also wish to 
develop comparisons of some interest between 
“best-practice firms”, such as those reported in the 
book, and companies whose management prac- 
tices are not so much avant-garde. Finally, a num- 
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ber of editing problems may be easily resolved in 
future editions of the book: missing references 
(e.g., Oldman, 1997; see footnote 80, Chapter 1); 
incomplete references (e.g., Otley, 1294, which 
seems to miss Berry, see page 25); repetition of 
end-chapter notes (e.g., notes 24 and 22 in Chap- 
ters three and four, respectively); missing index of 
contents; and, finally, extensive use of end chapter 
notes, which in turn makes reading somewhat 
messy by having to go to the end of the chapter 
to read the note and then to the bibliography list 
to see the reference. 

Overall, this is a well organised, clearly written 
book which is accessible to its target audiences: 
practitioners and researchers. Practitioners will 
find interesting the quality and richness of research 
data collected as well as the informing theories of 
the book, such as those of Kaplan. Researchers 
may benefit from a well-designed and conducted 
field-study investigation. In this respect, the book 
may be helpful for doctoral courses addressing 
field-study in any of the areas of business research. 
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FINANCIAL REPORTING 
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BUSINESS COMMUNICATION 
RESEARCH UNIT 


FOURTH ANNUAL CONFERENCE 
AT 
CARDIFF BUSINESS SCHOOL 


6 and 7 JULY 2000 


Guest Speaker: Sir David Tweedie 
Conference Announcement 


How effective is financial reporting? 
What is the purpose of the modern corporate report? 
Can financial communication be neutral? 


The answer to questions such as these are fundamental to the process of 
financial reporting and business communication. A conference will be held at 
Cardiff Business School on 6 and 7 July 2000 to discuss these and related 
topics. Papers are invited on all aspects of Financial Reporting and Business 
Communication. This includes empirical, case study and review articles on 
such topics as the measurement, disclosure, presentation, communication and 
impact of financial and business information contained in the annual reports 
and other business documentation in both the private and public sectors. 
Organisational, historical and international studies are welcomed. 


Further details are available from: 

Mike Jones (Tel: +44 (0)1222-874959 E-mail: JonesM12@Cardiff.ac.uk) or 
Howard Mellett (Tel: +44 (0)1222-875704 E-mail: Mellett@Cardiff.ac.uk) 
Cardiff Business School, Colum Drive, Cardiff CF1 3EU, UK. 

Fax: +44 (0)1222-874419 


This i is advance notice of next year’s conference. Please put the dates in your 
diary and tell your colleagues. 


FIFTH INTERNATIONAL MANAGEMENT 
CONTROL SYSTEMS RESEARCH 
CONFERENCE 


CONTROLLING SYSTEMS AND 
SYSTEMS OF CONTROL 


JULY 4-6th, 2001 
ROYAL HOLLOWAY, UNIVERSITY OF LONDON, ENGLAND 


CALL FOR PAPERS 


The Management Control Association is organising the Fifth International Management Control Systems 
Research Conference, to be held at Royal Holloway, the country campus of the University of London, England. 
This location provides excellent conference facilities and is seven miles from Heathrow Airport and 5 miles from 
Windsor with its historic sights - see the location maps and photographs on hitp://www.rhbnc.ac.uk/ 

The organisers seek papers on all aspects of management control theory and practice, expecially 
interdisciplinary studies and papers reporting the results of empirical research, including case s-udies. The 
following themes are indicative but not exhaustive: 


Performance Measurement and veneers 

The Environment 

Control and Risk Management 

Strategy Implementation 

Critical Perspectives on Control Systems Design and Operation 
Policy and Control 

Control of Global Enterprises 

Methodological and Epistemological Contributions 


Prospective contributors may submit abstracts of papers by 15 December 2000 to receive initial feedback. Full 
conference papers must be submitted by 1 March 2001 to enable the review process to be completed by 1 May 
2001. Conference proceedings will be published. 


To enable a friendly atmosphere and encourage networking, attendance is limited to around 120 people and 
early applications are advised. A Doctoral Colloquium is also offered on 3-4th July, immediately preceding the 
conference. Doctoral candidates in management control and related areas are invited to participate. A number 
of subsidised places will be available for doctoral students for both the colloquium and the conference. 


Enquiries 

Submission of papers: Doctoral Colloquium: Registration: 

Professor David Otley Dr Derek Purdy Professor Jane Broadbent 
Lancaster University Dept. of Economics School of Management 
Management School University of Reading Royal Holloway 
Lancaster University Reading University of London 
Lancaster Berks Egham, Surrey 

LAI 4ER RG6 6AA TW20 0EX 
D.Otley@lancaster.ac.uk D.E.Purdy@rdg.ac.uk j.broadbent@rhbne.ac.uk 
Phone 01524 593632 0118 931 8229 01784 443781: 


Fax 01524 847321 0118 931 6305 01784 439854 


Financial Accountahility & Management 
February 1999 VoLI5 No.l 
Editor: Irvine Lapsley 


Contents 


Developing Financial Accountability in British Acute Hospitals 
by C. STUART JONES 


Financial Accounting Reform in Flemish Municipalities: 
An Empirical Investigation 
by JOHAN CHRISTIAENS 


Implementation Mode and Local Government Performance 
Measurement: À Norwegian Experience 
by ÅGE JOHNSEN 


Evaluation of Efficiency in Primary Health Care Centres: 
An Application of Data Envelopment Analysis 

by Florencio Garcia, CARMEN MARCUELLO, DIANA SERRANO AND 
OLGA URBINA 


University Audit Departments in the United States 
by LucILLE GuILrLoRY MONTONDON AND Mary FISCHER 


Subscriptions 1999 volume 
l Rest of 
UK/Europe the World North America 
Institutions, libraries 
and professional £128.00 £166.00 $256.00 
Teachers or students £ 49.00 £ 63.00 $ 99.00 


Journal of Business Finance 8 Accounting and Financial Accountabilily & Management (combined rate) 


Institutions, libraries 
and professional £386.00 £476.00 $785.00 
Teachers or students £135.00 £167.00 $276.00 


Order from Journals Dept., Basil Blackwell Ltd., 108 Cowley Road, Oxford, OX4 IJF, UK, 
Editorial communications to Professor Irvine Lapsley, Financial Accountability and Management, 
Institute of Public Sector Accounting Research, Department of Accounting and Business Meth- 
od, The University of Edinburgh, William Robertson Building, 50 George Square, Edinburgh 
EH8 9JY, UK. 


Journal of Business Finance & Accounting 


June/July 1999 Vo. 26 Nos 5&6 





Contents 


Corporate Takeovers: Mode of Payment, Returns and Trading Activity 
by Paur DRAPER AND Kristina PAUDYAL 


A Test of the Persistence in the Performance of UK Managed Funds 
by D.E. ALLEN AND M.L. TAN i 


Determinants of Underwriter Participation in Initial Public Offerings of 
Common Stock: An Empirical Study 
by Suna C. Bar, DANIFL P, Kuen AND Jous W. Bowyer 


Further Evidence on Insider Selling Prior to Seasoned Equity Offering 
Announcements: The Role of Growth Opportunities 
by MicrtaEL J. GoupoLA, Her War Ler AND FenG-Yina Liv 


Non-linear Dependence in Stock Returns: Does Trading Frequency Matter? 
by Prapesr K. YADAV, KRISINA PAUDYAL AND PETER F. Pore 


The Stock Market Reaction to Investment Announcements: The Case of 
Individual Capital Expenditure Projects 
by Bruck M. Burton, A, ALAsDAIR LONIE AND Davin M. Powrr 


The Transmission of Pricing Information of Dually-Ligted Stocks 
by Ker-Hona Bar, Barkin Cita AND Yan-Leuno CHEUNG 


The Accuracy, Bias and Efficiency of Analysts’ Long Run Earnings Growth 
Forecasts 
by Ricuarp D.F. Harris 


The Accuracy and Incremental Information Content of Audit Reports in ` 


Predicting Bankruptcy 
by CLIVE S. Lennox 





Subscriptions 1999 volume 
Rest of 
UK/Europe the World North America 
Institutions, libraries 
and professional 306.00 £369.00 $612.00 
Teachers or students £103.00 £125.00 $206.00 


Order from Journals Dept., Blackwell Publishers Ltd., 108 Cowley Road, Oxford, OX4 IJF, 
UK. Editorial communications to JBFA, Department of Accountancy, University of Hull, Hull 
HU6 7RX, UK. 


Guide for Authors 


General 


Papers should be in English- and consist of original unpublished work not currently being considered 
for publication elsewhere. They should be typed and double-spaced. Four copies should be submitted, 
together with a submission fee of £18 for subscribers or £36 for non-subscribers. In order to ensure an 
anonymous review, authors should not identify themselves, directly or indirectly. Experience has shown 
that papers that have already benefited from critical comment from colleagues at seminars or at 
conferences have a much better chance of acceptance. Where the research takes the form of field surveys 
or experiments, four copies of the instrument should be submitted. Where the paper shares data with 
another paper, four copies of the other paper must also be provided. 


Presentation 


A cover page should show the title of the paper, the author’s name, title and affiliation, and any 
acknowledgements. The title of the paper, but not the author’s name, should appear on the first page 
of the text. An abstract of 150-250 words should be provided on a separate page immediately preceding 
the text. Section headings should be numbered using Arabic numerals. 


Tables and figures 


Each table and figure should bear an Arabic number and a title and should be referred to in the text. 
Sources should be clearly stated. Sufficient details should be provided in the heading and body of each 
table and figure to reduce to a minimum the need for cross-referencing by readers to other parts of the 
manuscript. Tables and figures should appear at the end of the paper, with its most appropriate placing 
noted in the paper itself. Diagrams and charts should be submitted in camera-ready form. 


Footnotes 


Footnotes should be used only in order to avoid interrupting the continuity of the text, and should not 
be used to excess. They should be numbered consecutively throughout the manuscript with superscript 
Arabic numerals. They should not be used in book reviews. 


References 


References should be listed at the end of the paper and referred to in the text as, for example, (Zeff, 
1980: 24). Wherever appropriate, the reference should include a page or chapter number in the journal 
or book in question. Only works cited in the paper should be included in the list. Citations to 
institutional works should if possible employ acronyms or short titles. If an author’s name is mentioned 
in the text it need not be repeated in the citation, e.g. “Tippett and Whittington (1995: 209) state...’ 


In the list of references, titles of journals should omit an initial “The’ but should not otherwise be 
abbreviated. The entries should be arranged in alphabetical order by surname of the first author. 
Multiple works by the same author should be listed in chronological order of publication. Some 
examples are: 


Accounting Standards Steering Committee (1975). The Corporate Report. London: ASC. 

Tippett, M. and Whittington, G. (1995). ‘An empirical evaluation of an induced theory of financial 
ratios’. Accounting and Business Research, 25 (Summer): 208-218. 

Watts, R. L. and Zimmerman, J. L. (1986). Positive Accounting Theory. Englewood Cliffs, NJ: 
Prentice-Hall. 


Style and spelling 


Abbreviations of institutional names should be written as, for example, FASB and not F.A.S.B; those 
of Latin terms should contain stops (thus i.e. not ie). Words such as ‘realise’ should be spelled with an 


‘s’ not a ‘z. Single quotations marks should be used, not double. ` Ç £ >> 
tee | ` ` 
Like GP —— “ps he 
Mathematical notation fs j | ú 


Mathematical notation should be used only where it adds rigour and precision, and should he properly 
explained in the text. Equations should be numbered in parentheses, flush with the right-hand-margin. z 
' . eae os 
‘Ee + 
a eS) 
“i SY 


MOLL 
and Business 


Research 


FRS3 and analysts’ use of earnings 
Simultaneous determination of UK analyst following and institutional ownership 


An empirical evaluation of the interpersonal and organisational correlates of 
professionalism in internal auditing 


Just-in-time manufacturing, management accounting systems and profitability 


Consolidation principles and practices for the UK government sector 





Accounting and Business Research 


Editor: 
K. V. Peasnell, Lancaster University 


Associate Editors: 
M. Ezzamel, University of Cardiff 
P. Moizer, University of Leeds 


Editorial Board 
S. Archer, University of Surrey 


R. H. Berry, University of, Nottingham 

M. Bromwich, London School of Economics 

P. Brown, University of Western Australia 

S. Carmona, University of Madrid 

R. H. Chenhall, Monash University 

C. W. Chow, San Diego State University 

G. Clinch, University of New South Wales 

T. E. Cooke, University of Exeter 

D. Cooper, University of Alberta 

P. Easton, Ohio State University 

J. R: Edwards, University of Wales, Cardiff 

C. Emmanuel, University of Glasgow 

M. Firth, Hong Kong Polytechnic University 

J. Flower, Centre for Research in European 
Accounting, EIASM 

D. Hatherly, University of Edinburgh 

R. E. Jensen, Trinity University 

K. Keasey, University of Leeds 

|. Lapsley, University of Edinburgh 

T. A. Lee, University of Alabama 

R. Macve, University of Wales, Aberystwyth 

C. W. Nobes, University of Reading 


Editorial Office 


J. O'Hanlon, University of Lancaster 

D. Owen, University of Sheffield 

M. J. Page, University of Portsmouth 

R. H. Parker, University of Exeter 

R. H. Pike, University of Bradford 

M. Power, London School of Economics 

W. Rees, University of Glasgow 

L. Revsine, Northwestern University 

M. Shields, Michigan State University 

D. Simunic, University of British Columbia 

L. C. L. Skerratt, Brunel University 

i. Solomon, University of Illinois 

B. Spicer, University of Auckland 

A. Steele, University of Warwick 

N. Strong, University of Manchester 

D. B. Thornton, Queen's University, Canada 

M. Walker, University of Manchester 

R. S. O. Wallace, King Fahd University of 
Petroleum & Minerals 

W. Wallace, College of William & Mary, Virginia 

G. P. Whittred, University of New South Wales 

J. Wild, University of Wisconsin-Madison 

S. A. Zeff, Rice University 

|. Zimmer, University of Queensland 


K. V. Peasnell, Management School, Lancaster University, Lancaster, LA1 4YX, UK 
Tel: 01524 593977. Fax: 01524 594334. E-mail: k.peasnell@lancaster.ac.uk 


Advertisement and Subscription Office: 


40 Bernard Street, London WC1N 1LD, UK. Tel: 020 7 833 3291. Fax: 020 7 833 2085 


E-mail: postmaster@theabg.demon.co.uk 


Internet: http:/Awww.accountancymag.co.uk 


The Institute of Chartered Accountants 


in ‘England and Wales 


Incorporated by Royal Charter, 11 May 1880 


Institute Offices and Library: 


Chartered Accountants’ Hall, Moorgate Place, London EC24 6EQ. Tel: 0171 920 8100 


The views expressed in Accounting and Business Research are not necessarily shared by the Council of the Institute of Chartered Accountants in England 
and Wales. Articles in Accounting and Business Research are published without responsibility on the part of publishers or authors for ‘oss occasioned to 
any person acting or refraining from action as a result of any view expressed therein. 


&: 2000 The Institute of Chartered Accountants in England and Wales. 


ISSN 0001-4788 


SPRING'2000 


Accounting and Business Research 
Spring 2000 


Volume 30 Number 2 


Contents 


Articles 
FRS3 and analysts’ use of earnings 


Simultaneous determination of UK analyst following and 
Institutional ownership 
An empirical evaluation of the interpersonal and 


` organisational correlates of professionalism in internal 
auditing 


Just-in-time manufacturing, management accounting systems 
and profitability | 


Commentary 
Consolidation principles and practices for the UK 
government sector 


Book Reviews 7 
Susan Farrar, Tax and optimal capital budgeting decisions 


Mike Wright, Ken Robbie (eds), Management buy-outs and 
venture capital—into the next millennium 


Lawrence Revsine, Daniel W. Collins and W. Bruce 
Johnson, Financial Reporting & Analysis 


Richard G. Barker 


Simon Hussain 


Timothy J. Fogarty 
Lawrence P. Kalbers 


Lokman Mia ` 
David Heald 


George Georgiou - 


David Ashton 
Margaret Woods ` 


Pelham Gore 


whe 


95 
ill 


“A29 


137 
153 


169 
170 


171 


Forthcoming Articles 


Niamh Brennan, An empirical examination of forecast disclosure by bidding companies 
Alan Gregory, Motives underlying the method of payment by UK acquirers: the influence of goodwill 


S. Owusu-Ansah, Timeliness of corporate financial reporting in emerging capital markets: empirical 
evidence from the Zimbabwe Stock Exchange 


Objective of Accounting and Business Research 

The objective of Accounting and Business Research is the publication of substantial and original 
contributions to knowledge in the areas of accounting broadly defined. Articles should be empirical or 
analytical; rigorous, yet preferably intelligible to a wide audience of academics and, where appropriate, 
practitioners. Presentation should be as elegant and economical as possible, avoiding unnecessary words, 
numbers or symbols. 


Book Reviews | 
Books for review should be sent to the editor. 


Subscription Rates UK Overseas Airmail 
Individual £40 £45 
Corporate/institutional £120 £130 


All subscriptions may be paid in US dollars at current rates of exchange. Payment for individual 
subscriptions must be by personal cheque or credit card. 


Bound Volumes 


Bound volumes with.index of Volume 8 1977-78 onwards are available from the Subscriptions Manager. 
Subscribers wishing to have their own copies bound should address their enquiries to Messrs. George 
Woodhead and Co., 1 Gloucester Street, Manchester M1 SGP, England. Microfilmed copies of back 
numbers are. available from Microfilm Ltd., East Ardsley, Wakefield, West Yorkshire WF3 2AT. 


Copyright/ Reproduction Policy 


© 2000 The Institute of Chartered Accountants in England and Wales. All rights reserved. Apart from 
fair dealing for the purposes of research or private study, or criticism or review, as permitted by the 
Copyright, Designs and Patents Act 1988, this publication or any part thereof may not be reproduced, 
stored or transmitted in any form or by any means without the prior permission in writing of the 
Publisher, Accounting and Business Research, The Institute of Chartered Accountants in England and 
Wales, 40 Bernard Street, London WCIN ILD. Except that (a) for courses of instruction articles in 
this issue of Accounting and Business Research may be copied without charge provided that the source 
and the Institute’s copyright are indicated in such reproduction and (b) authors retain their personal 
right to re-use the material in future collections of their own work. 


Accounting and Business Research, Vol. 30. No, 2. pp. 95-109. 2000 


/ 
95 


FRS3 and analysts’ use of earnings 


Richard G. Barker* 


Abstract—This paper examines analysts’ use of earnings information and draws implications for the stock market 
role of the financial reporting regulator. Evidence from participant observation and from interview research suggests 
that: first, analysts treat the announcement of earnings with immediacy and importance and, further, they make 
use of the components of FRS3 in extracting a measure of ‘normalised’ earnings; second, analysts do not, however, 
have a rational economic incentive to regard accounting information as their exclusive (or even their primary) focus 
of interest, and therefore financial statement analysis is not necessarily their core competence; third, analysts’ inter- 
pretation and use of earnings information is rather superficial, and there is limited understanding of underlying 
issues of recognition and measurement, and also of the interactions between earnings and the balance sheet. Overall, 
the analysis suggests an important role for the financial reporting regulator in compensating for analysts’ inherent 
‘disinterest’ in accounting. Financial reporting standards must be designed such that their actual content is consistent 
with the analysts’ (uninformed) expectations of this content, otherwise the analysts’ limited understanding will 


generate false assumptions and, thereby, unintended real effects on share prices. 


1. Introduction 


Prior research of earnings usage addresses both the 
value-relevance of earnings and the market expec- 
tations role of analysts’ earnings forecasts. There 
is, however, a striking absence in the literature of 
a behavioural study which examines directly ana- 
lysts’ usage of earnings information, taking into 
account the contextual reasons for this usage and 
the associated method and depth of analysis. 
Additionally, the behavioural literature does not 
address the policy-relevant issues of, first, how an- 
alysts interpret the information generated by a spe- 
cific reporting standard (in this case FRS3) and, 
second, what implications this has for improving 
the relevance to valuations of regulated 
information. 

In addressing these issues, this paper provides 
both a confirmation and an extension of prior re- 
search. Using a behavioural methodology, the pa- 
per supports the findings of the market-based 
literature with respect to the market’s efficient 


* The author is Richard G. Barker, University Lecturer (Ac- 
counting), University of Cambridge. He is grateful to a number 
of individuals who have contributed either helpful suggestions 
or fieldwork support (or both)}—in particular, Geoffrey Whit- 
tington, and also John Arnold, David Damant, David Gray, 
Geoff Meeks, Sir David Tweedie, the editor (Ken Peasnell), the 
anonymous referees, and participants at the 1998 BAA Na- 
tional Conference. The author retains responsibility for any re- 
maining errors. He is grateful to the Economic and Social Re- 
search Council (ESRC) and the Newton Trust for research 
funding. Correspondence should be addressed to Dr Barker, 
The Judge Institute of Management Studies, University of 
Cambridge, Trumpington Street, Cambridge CB2 1AG. Tel: 
+44 0 1233 339646 (Direct); +44 0 1223 339701 (Fax). E-mail: 
r.barker@jims.cam.ac.uk The final version of this paper was 
accepted in August 1999. 


response to earnings news, the market expectations 
role of analysts’ earnings forecasts and the greater 
explanatory power in share price models of per- 
manent (as opposed to transient) earnings. These 
findings are then extended by means of using 
participant observation and semi-structured inter- 
views to explore in greater depth analysts’ use of 
earnings information. The paper finds that earn- 
ings (and accounting data generally) play only a 
limited role in the analysts’ information environ- 
ment, with the effect that analysts have a limited 
understanding of the structure and valuation-rel- 
evance of the financial statements, and also of the 
content and impact of financial reporting stan- 
dards. Importantly, however, this does not neces- 
sarily represent a failing on the part of the analysts 
but is, rather, a natural consequence of the eco- 
nomic environment in which they operate. A mani- 
festation of this environment is that analysts them- 
selves have limited regard for the accuracy of their 
earnings forecasts, because this is not something 
which differentiates between them in the eyes of 
their fund manager clients (and it is therefore not 
central to their income generation). 

Section 2 of this paper provides background 
information on earnings: Section 2.1 reviews how, 
in theory, accounting earnings are relevant to 
share price determination; Section 2.2 examines 
how, in practice, accounting earnings are 
measured and presented under the ASB’s FRS3; 
and Section 2.3 then reviews the empirical litera- 
ture with regard to, first, the value-relevance of 
earnings and, second, analysts’ use of earnings. 
Section 3 outlines briefly the research questions 
emerging from Section 2, and Section 4 then in- 
troduces the dual research methodology used in 
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the paper, which is participant observation and 
semi-structured interviews. Section 5 reports the 
findings from participant observation, which focus 
on a process flow model of the context and moti- 
vation for analysts’ use of earnings. This is fol- 
lowed in Section 6 by the interview evidence on 
analysts’ method of usage of FRS3 earnings 
information. Finally, Section 7 concludes the pa- 
per by drawing implications for the role of the 
ASB in the stock market. 


2. Earnings: theory and practice 


2.1. The value-relevance of earnings 

An assessment of analysts’ interpretation and 
use of FRS3 information requires a theoretical 
benchmark of how earnings ought to be used in 
the valuation of shares. In an ‘ideal world’, ana- 
lysts would focus on economic earnings, which are 
given by the change in the economic value of cap- 
ital (plus dividends) between the beginning and 
end of a period (Hicks, 1946). Ex post, economic 
earnings may be regarded as comprising a transi- 
tory and a permanent component. Transitory 
earnings affect future earnings in so far as they 
change the value of capital employed, though they 
are not in themselves ‘ongoing’. Permanent earn- 
ings, by contrast, are defined to be the annual level 
of economic earnings in perpetuity that is jointly 
implied by the share price and the shareholders’ 
required rate of return. Alternatively stated, the 
ratio of share price to permanent earnings is equal 
to the reciprocal of the shareholders’ required rate 
of return. This property of permanent earnings 
makes them a natural focus for equity analysts in 
the evaluation of share price. 

Accounting earnings are superficially consistent 
with their economic counterpart. They are 
measured as dividends plus the change in the book 
value of capital during a period (assuming full 
articulation), and they incorporate transitory com- 
ponents in the form of exceptional and extra- 
ordinary items. As is well known, however, incom- 
plete and imperfect markets imply that there is no 
functional relationship in theory between book 
value and economic value.! In practice, also, ac- 
counting earnings are distorted by the combined 
effects of: first, subjectivity in the application of 
accruals accounting; second, delayed recognition 
of holding gains, caused by adherence to the real- 
isation principle; and, third, the loss of full articu- 
lation, caused by gains and losses being taken 
directly to reserves. In short, there are both theo- 
retical and practical reasons why accounting earn- 
ings are an unreliable proxy for economic earn- 
ings, and why there is therefore no functional 


1 See Beaver and Demski (1979) and, more broadly, Parker, 
Harcourt and Whittington (1986). 
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relationship between accounting earnings, share 
price and shareholders’ required rate of return. 

Accounting earnings do, however, have the pro- 
perty of value-relevance in so far as they can be 
used as a basis for predicting future accounting 
earnings, and thereby future dividends and current 
share price (Beaver, 1998). These valuation links 
are made explicit in the abnormal earnings valu- 
ation model (Peasnell, 1982 and Ohlson, 1991), al- 
though the model is silent on the method of ac- 
counting that best identifies permanent earnings. 

This brief discussion suggests that a central ASB 
policy issue is how, in the absence of a measure of 
permanent economic earnings, the recognition, 
measurement and disclosure of accounting earn- 
ings can be such that (when used by analysts) their 
value-relevance is maximised. 


2.2. FRS3—the reporting of earnings in the UK 

While issues affecting the recognition and 
measurement of earnings are ubiquitous in the 
ASB’s work, the regulation of disclosuve and pres- 
entation is focused in FRS3, Reporting Financial 
Performance (ASB, 1992). The stated objective of 
FRS3 is ‘to highlight a range of important com- 
ponents of financial performance to aid users in un- 
derstanding the performance achieved by a report- 
ing entity in a period and to assist them in forming 
a basis for their assessment of future results (ASB, 
1992, para. 1, italics added). 

There are three main ways in which FRS3 aims 
to highlight important components of financial 
performance. The first is the division cf operating 
performance into activities that are either ac- 
quired, continuing or discontinued. The second is 
the reporting of exceptional items both above and 
below operating profit and, in the latter case, in 
three specific categories—concerning the profit or 
loss on the sale or termination of a business, the 
profit or loss on fixed asset disposal, and reorgan- 
isation and rationalisation costs. The third is the 
reconciliation of earnings to changes in reserves, 
by means of the statement of total recognised 
gains and losses and the statement of movements 
in shareholders’ funds. 

The focus of FRS3 on information zhat is rele- 
vant to users is tempered by considzrations of 
information reliability. Four issues are important 
here. First, companies are disallowed from making 
provisions for the sale or termination of an opera- 
tion unless they are demonstrably committed to it, 
and they are also disallowed from reporting an 
activity as discontinued unless it satisfies tight cri- 
teria concerning timing, nature and separability. 
Second, companies are effectively disallowed from 
reporting extraordinary items. Third, companies 
are required to report an ‘all-inclusive’ measure of 
earnings per share (eps), with their own version of 
‘normalised’ eps being optional. Fourth, and 
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finally, historic cost earnings should be disclosed 
if it differs materially from reported earnings. 

Overall, FRS3 appears to be consistent with the 
discussion in Section 2 above. The profit and loss 
account is given an emphasis on ongoing, trading 
performance, and users are able to exclude discon- 
tinued operations and ‘one-off exceptional items 
from their measure of permanent earnings (see 
UMR, 1993). At the same time, FRS3 achieves full 
articulation by means of the statement of total re- 
cognised gains and losses, thereby ensuring that all 
aspects of financial performance for the period are 
disclosed with equal prominence. 


2.3. Empirical evidence on the use of reported 
earnings 

Having reviewed briefly the theory of the value- 
relevance of earnings (Section 2.1) and the practice 
of earnings disclosure (Section 2.2), the final foun- 
dation for this paper is to review the empirical ev- 
idence with respect to: first, whether (and in what 
respect) accounting earnings have been shown to 
be value-relevant; and, second, the role of analysts 
in using earnings information in the determination 
of share prices. | 

It is well established that accounting earnings 
are value-relevant (see, for example, Beaver, 1998, 
and White, Sondhi and Fried, 1997, for a Hterature 
review). Moreover, and consistent with the argu- 
ment in Section 2.1 above, measures of permanent 
accounting earnings have considerably greater ex- 
planatory power than their unadjusted counter- 
parts (see Lev, 1989). Methods of proxying per- 
manent earnings have included: the introduction 
of an earnings level variable to allow for transience 
in earnings changes (Ohlson, 1991, Easton and 
Harris, 1991, and Strong, 1993); the calculation of 
firm-specific measures of earnings persistence 
(Kormendi and Lipe, 1987, Collins and Kothari, 
1989, and O’Hanlon et al., 1992); and the disag- 
gregation of accounting earnings into permanent 
and transitory components (Strong and Walker, 
1993, and see also O’Hanlon and Pope, 1997). 

With regard to the role of analysts in share price 
determination, studies of analysts’ earnings fore- 
casts have shown them to be more accurate than 
those generated by time series models (Bhaskar 
and Morris, 1984, Brown et al., 1987a, and 
O’Brien, 1988), and accuracy is reported in Horton 
et al. (1998) to have improved following the intro- 
duction of FRS3. Analysts’ earnings forecasts 
have shown to be superior measures of price-im- 
pounded earnings expectations (Fried and Givoly, 
1982, Brown et al., 1987b, and see also Schipper, 
1991), and they have also been used successfully 
to derive measures of earnings persistence (Easton 
and Zmijewski, 1989, and Parkash, 1995). The 
literature has raised doubts, however, with respect 
to the efficiency with which analysts use available 
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information (see, for example, Lys and Sohn, 
1990, de Bondt and Thaler, 1990, Abarbanell, 
1991, Elgers and Murray, 1992, and Capstaff et 
al., 1995). In this context, predictive power for 
earnings has been demonstrated for earnings com- 
ponents (Fairfield et al., 1996) and also for non- 
earnings financial statement information (Ou and 
Penman, 1989, and Abarbanell and Bushee, 1997). 

While the market-based research methodology 
has dominated investigation of the price-earnings 
relationship, both in terms of volume of work and 
usefulness of findings, other methods have also 
been used to address the issue. Survey research, for 
example, has identified the dominance of the price- 
earnings ratio as a valuation method (e.g., Lee and 
Tweedie, 1981, Arnold and Moizer, 1984, Pike et 
al., 1993, and Barker, 1999). This finding was sup- 
ported by laboratory experiment (Day, 1986), and . 
also by content analysis of analysts’ reports (Gov- 
indarajan, 1980, and Previtts et al., 1994). The pa- 
per by Previtts et al. also identified a focus on the 
assessment of earnings ‘quality’, using both finan- 
cial and non-financial information. Finally, survey 
and laboratory experiment studies have questioned 
the ability of analysts to interpret and use financial 
statement information (Lee and Tweedie, 1981, 
and Breton and Taffler, 1995, respectively). 


3. Research questions 


The discussion of FRS3 in Section 2.2 above raises 
questions in two broad areas, which are (at best) 
incompletely answered, either in theory (Section 
2.1) or empirically (Section 2.3). These areas are 
the context within which earnings information 1s 
used by analysts and the actual method of usage. 
Both of these areas concern how and why FRS3 
is useful to analysts and, further, the ways in which 
its information content might be improved. 

As to context, it is difficult to address specific 
issues concerning FRS3 without having a broad, 
first-hand understanding of when, how and why 
analysts react to earnings information in the way 
that they do. This encompasses: the aims of ana- 
lysts with respect to earnings information; the tim- 
ing and nature of their response to earnings news; 
the importance of earnings relative to other types 
of information; and the subsequent use of earnings 
information for forecasts and other purposes. In 
short, why do analysts care about earnings and 
what motivates their use of earnings information? 

Concerning method of usage, the discussion so 
far has suggested the following questions. First, 
how is each of the components of FRS3 inter- 
preted and used by analysts? Second, what are the 
implications of the trade-offs made by FRS3 be- 
tween information relevance and reliability? Third, 
how well do analysts understand and interpret 
FRS3 information, and is this consistent with the 
assumption of the ‘informed user’ (ASB, 1999)? 
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Taken together, these questions of context and 
usage concern the role of analysts as a mechanism 
by which FRS3 earnings information is im- 
pounded in share prices. Empirical answers to the 
questions will therefore be informative of the 
ASB’s role in the stock market. 

Empirical evidence is presented in Sections 5 
and 6 below, after first outlining in Section 4 the 
paper’s research methodology. 


4. Research design and sample description 


This study employs two research methodologies: 
participant observation and semi-structured inter- 
views. These were designed to be mutually rein- 
forcing, with each methodology complementing 
the other in its scope for the extraction and inter- 
pretation of data.2 As both are predominantly 
qualitative methodologies, however, they place an 
onus on the researcher to filter and interpret data 
subjectively. 

Sampling was based upon identifying the firms 
of analysts that are of greatest importance in the 
determination of share prices. The Extel survey 
(Extel, 1994} showed clearly that a small number 
of firms of analysts are dominant in the market. 
More specifically, nine firms accounted for 87% of 
the total weighted votes in the survey in 1994 (88% 
in 1993). In view of the market dominance of these 
firms, there was considered to be little benefit in 
approaching analysts from elsewhere. 

In the first instance, one of the largest of the 
nine firms was approached with a request to con- 
duct participant observation. The request was suc- 
cessful, and a period of one month was spent with 
the UK equity research department of the firm in 
July-August, 1994. This involved working the 
same hours as the analysts in the same environ- 
ment (although it did not involve working for the 
firm in any way). Unrestricted discussion and 
observation time was spent with analysts. A total 
of seven days was spent with different teams of 
analysts whenever a company in their specialist 
sector made a results announcement (see Section 5 
below). Time spent also included, for example, a 
day spent on the sales desk watching (and taking 
notes on) activities including phone contact with 
clients, internal communication with analysts, and 
use of financial information systems. Similarly, 
considerable time was spent at internal briefing 
meetings, in informal conversations with analysts 
from across all sectors, and so on. During this pro- 
cess, an archive of data was built up. This included 
both personal notes and corporate documentation, 


2 See, for example, Mintzberg (1973), p.229. 
3 The Extel survey is the leading annual assessment of ana- 
lysts by fund managers in the UK. 
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with the latter consisting of documents for internal 
use as well as those for external circulation to cli- 
ents. Finally, the period of participant observation 
was used as an opportunity to design and continu- 
ously improve the interview questions used in later 
research. : 

The participant observation provided first-hand 
experience of both the environment in which an- 
alysts operate and of the work that they do. While 
unavoidably subjective and restricted to a sample 
of one firm, this research was broadly informative 
In a way that would not otherwise have been 
possible (see also Gniewosz, 1990). Moreover, 
participant observation can be a valuable foun- 
dation for interview research in three ways (Jor- 
gensen, 1989). First, its scope for familiarising the 
researcher with all aspects of the analysts’ environ- 
ment serves to minimise any misconception that 
the researcher might otherwise bring to interviews, 
thereby enhancing external validity. Second, it 
helps to identify specific issues that can be ex- 
plained further by a focused interview approach. 
Third, it can serve to either corroborate or to chal- 
lenge interview findings, not least because it is 
based on the researcher seeing what analysts ac- 
tually do, rather than what they say they do. 

The target sample for the interview research was 
the same nine leading City firms outlined above. 
A letter was written to the Head of Research at 
each of the firms, requesting the participation of 
UK analysts in a one-hour interview. Six of the 
nine firms agreed to take part in the research, and 
a total of 32 analysts were interviewed (see Table 
1). All analysts who took part in the interviews 
were company/sector specialists, and none was a 
strategist or economist. 

The interviews were designed to clarify, quantify 
and probe some of the findings of participant 
observation. This was useful in two ways. First, 
the interviews enabled the analysts to express in- 
depth opinions on predetermined issues, and also 
to respond to supplementary questions that sought 
clarity, consistency and full explanation. Second, 
while participant observation leads to general and 
qualitative findings, semi-structured interviews al- 
low the construction of questions that seek quan- 
tifiably analvsable responses (in addition to 
qualitative explanations of these responses). 
Against these benefits are the unavoidable weak- 
nesses of interview research, such as ambiguity in 
the questions and bias (intended or otherwise) in 
the responses. These weaknesses were, however, 
minimised to the extent that the interviewees were 
a relatively homogenous sample, and that the in- 
terviews were focused clearly on a familiar and im- 
portant aspect of their work. Also, and as 
described above, bias in questions, responses and 
interpretations were ‘controlled’ in so far as the 
interview research was guided and corroborated 
by the experience of participant observation. 
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Table 1 
Sample description 


Participant obseryation 


Sector 
Firm A 


Mineral Extraction 


In summary, the two research methods were 
consciously designed to be complementary, and 
they were felt to be an insightful approach to ad- 
dressing the questions raised in Section 3 of this 
paper. Specifically, participant observation was 
aimed at understanding the context within which 
analysts use earnings information (see Section 5 
below), while interviews were used to gain an un- 
derstanding of the detailed method of usage of 
earnings (see Section 6 below). 


5. Context of earnings usage 


This section will focus on the findings of partici- 
pant observation regarding the role of earnings 
information in the broad context of the analysts’ 
working environment. 

There was one strikingly clear focal point for 
analysts with respect to earnings, which was the 
corporate results announcement. Most public 
companies report earnings twice a year, in the 
form of interim and preliminary statements to the 
Stock Exchange. The great importance of these an- 
nouncements was evident in both analysts’ pre- 
paration for them and response to them. Regard- 
ing preparation, a rolling fortnightly calendar of 
significant anticipated news events was circulated 
to all analysts and all members of the equities sales 
team.* The most frequent event on the calendar 
was company results announcements (with other 
entries being the announcement of government 


4 The UK equities department comprised three main groups: 
the research analysts themselves; the market makers, who ac- 
tually executed trades; and the sales desk, who effectively in- 
termediated between the analysts, the fund manager clients and 
(ultimately) the market makers, 
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statistics, and so on).° In advance of a specific set 
of results, analysts would often prepare a report 
for circulation to clients, together with a briefing 
for the sales desk. 

As soon as the results are announced, typically 
when the market opens, there is always an imme- 
diate response. The results are assessed electroni- 
cally, and printed out and skimmed over for evi- 
dence of any surprises. These might be a failure to 
meet expectations, or else some other unexpected 
news item with implications for the share price. 

Typically, the first thing to be noticed by the 
analyst is earnings. If they are in line with forecast 
(both the consensus and the analyst’s own), then 
attention shifts elsewhere. If not, then there is a 
need to be able to explain why. This is usually 
readily done, and the explanation is fairly simple— 
for example, a large and unexpected provision, or 
an unanticipated recent change in trading condi- 
tions. The analyst might then make adjustments to 
earnings (see Section 6 below). These adjustments 
strike the observer as being superficial, although 
the observer is struck equally by the extent to 
which speed is of the essence. The analyst pro- 
gresses as quickly as possible to broadcasting the 
results news to all concerned within the firm. The 
mechanism for this is a microphone in the middle 


5 Other events included the official release of data such as 
retail sales, money supply growth, industrial production, un- 
employment, RPI, average earnings, trade balance, and so on. 
These news releases were broadcast to all in the firm as soon 
as they became available. It would have been highly unusual 
for them to have triggered any stock-specific immediate action. 
Rather, they typically represented incremental updates on the 
analysts’ understanding of the broader economic environment, 
In contrast, government-sourced data at the industry level was 
more likely to ‘provoke’ a reaction. The most significant ex- 
ample was the announcement of the (unexpected) outcome of 
a regulatory review in a utility sector, which led to a share price 
collapse, accompanied by frenzied activity within the firm. 

6 See also Barker (1998). 
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of the trading floor. The analyst will always report 
actual earnings against his or her own forecast 
(though differences are rarely large). Further, in 
order to assess any likely price effect, the analyst 
always declares whether his or her forecast was 
high or low relative to the consensus. Then, the 
analyst conveys what are felt to be the salient news 
items in the announcement, such as a trading up- 
date or a proposed restructuring. This may take 
up to five minutes, and rarely longer. The sales 
team and the analysts themselves want to be the 
first to break the news to their fund manager cli- 
ents, in order to maximise trading activity and 
commission income for the firm. They each have 
a prepared list of client contacts, which they pro- 
ceed to work through. They have a close working 
relationship with some fund management firms, 
but not with others. The analyst remains in busy 
phone contact until the time comes (usually late 
morning) for the company’s open meeting with all 
analysts. Here the pace slows down a little and 
there is more time for reflection, and for mixing 
with other analysts. This relaxation arises because 
most of the news will by now have been absorbed 
by the market. What follows is stmply.a “fleshing 
out’, with some limited scope to extract further 
useful information. 

Typically, the chief executive and the finance 
director of the company formally present and ex- 
plain their results. This is followed by approxi- 
mately a dozen questions and answers. Questions 
to the company tend not to be too insightful, not 
least because of the listening ears of competitor 
analysts. In the context of earnings, the focus of 
questions is on understanding exceptional items, 
provisions or other items that might affect earn- 
ings ‘quality’. Finally, the rest of the analysts’ day 
will be taken up with client contact, report pre- 
paration and direct phone contact with represen- 
tatives of the company itself.” Earnings is rarely 
the dominant subject of these discussions. Indeed, 
reported earnings are now consigned to the his- 
toric record and are no longer of direct interest. 
An important indication of this (which will be ex- 
plored further below) is that there was no ex post 
monitoring of forecast accuracy carried out by 
management within the firm. 

Following the approach of Bouwman et al. 
(1987), this description of the analysts’ reaction to 
the corporate results announcement may be sum- 
marised in a process flow diagram (see Figure 1). 

There are three broad areas of consistency be- 
tween the evidence above (summarised in Figure 
1) and the existing literature. First, the analysts’ 
rapid reaction to earnings information is con- 
sistent with the semi-strong form of the efficient 


7 Related to this, Holland (1998a, 1998b) presents evidence 
conceming the corporate side of the different channels of 
information disclosure discussed here. 
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markets hypothesis (Fama, 1970, and see Beaver, 
1998, for a review of empirical evidence). Indeed, 
the analysts’ initial reaction to news is characteri- 
sed by speed rather than by reflection and deep 
analysis. In this efficient markets context, the evi- 
dence supports the finding of Hew et al. (1996) 
that there is no post-earnings-announcement drift 
for large UK companies; further, it is also con- 
sistent with the finding of Hew et al. that there is 
post-earnings-announcement dnft for small UK 
companies. This is because the analysts restricted 
their attentions to large UK companies only, 
making it likely that the market might be transi- 
torily semi-strong form inefficient with respect to 
small companies.* One analyst alone m the firm 
was responsible for the universe of ‘small 
companies’. 

The second area of consistency with the litera- 
ture is that the evidence supports the use of ana- 
lysts’ earnings forecasts as proxies for market ex- 
pectations (e.g., Brown et al., 1987b, and Schipper, 
1991). This is seen by the implied definition of 
news as the difference between the analysts’ fore- 
casts and the realised performance. 

Finally, the third area of consistency is that an- 
alysts adopt an ‘expert’ approach to the screening 
and use of new information. Bouwman et al. 
(1987) explain that a ‘template’ approach charac- 
terises the expert analyst, meaning that new 
information can be readily assimilated within a 
logically constructed body of extant knowledge.? 
Without this template (or ‘expert base’), the vol- 
ume of information m any given results announce- 
ment would cause the reader to be detained (or 
confused) in identifying the salient, value-relevant 
news. | 

By contrast, possession of a template allows th 
expert analyst to identify share price implications 
quickly. An example can be used to demonstrate 
this, and one such is the response of a chemicals 
analyst to a results announcement in his sector. 
The analyst in question identified immediately that 
the news element in the announcement was an ‘up- 
date’ on the position of the industry within the 
economic cycle. Specifically, evidence of both price 
increases and sales volume growth matched a cen- 
trally important pattern observed in previous cy- 
cles, and this realisation caused the analyst to ask 
the following question of the company at the an- 
alysts’ meeting. 


‘Is the 9% increase in volume evidence of 
stock building (perhaps in anticipation of 
price increases) or is it genuine and 
sustainable?’ 


8 This restricted focus on large companies is consistent with 
the evidence of Bhushan (1989), Lang and Lundholm (1996), 
and others that firm size is a major determinant of analyst 
following. 

9 See also Clarkson (1962). 
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Figure 1 
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Process flow chart of typical analyst's response to corporate results announcement 
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This question would not have been obvious to 
the non-expert, who would probably have taken a 
combination of price increases and sales growth as 
unambiguously positive. To another expert at the 
analysts’ meeting, however, the news was also both 
important and concerning, because it suggested 
stock-building by intermediate producers in ad- 
vance of anticipated price rises, marking the peak 
of the cycle: 


‘Substantial price increases have been seen 
recently. Are we approaching a marked 
slowdown?’. 


These questions reflect an incremental use of 
news against a background of an expert under- 
standing of the economics of an industry. They 
also show an interest in accounting information to 
the extent that it is informative with respect to fut- 
ure performance, and thereby to the share price. 
The questions are representative of many others 
that were asked at analysts’ meetings. In total, 13 
questions were asked of the company at the parti- 
cular analysts’ meeting from which these two 
quotes are taken. All of the 13 questions are listed 
for information and reference in the Appendix. 

In addition to these three areas of consistency 
with the existing literature, two further findings 
suggest additional insight into the dynamics of the 
analysts’ environment and into the relative infor- 
mational importance of earnings. The first of these 
was the apparent superficiality of analysts’ adjust- 
ments to reported earnings, and the second was the 
absence of ex post monitoring of forecast accuracy 
within the firm. 

The earnings adjustments were entirely con- 
sistent with the ITMR’s (1993) statement on head- 
line earnings, which argues that the market needs 
a quick and approximate headline measure as a 
basis for an immediate share price reaction. In 
contrast to the IIMR’s statement, however, there 


was little evidence of any subsequent, more so- 


phisticated adjustment to reported earnings after 
the initial flurry of activity. Rather, once reported 
earnings news is (quickly) assimilated by clients 
and by the market, it becomes part of the historic 
record and, while relevant to the revision of earn- 
ings forecasts (and prospective PE ratios),!° it is 
not itself relevant to future share price changes. 
This is also true of the report and accounts them- 
selves, which were used infrequently by analysts in 
their daily work. 

Along similar lines, the irrelevance to share 
prices of the accuracy of an ‘old’ forecast partly 
explains the absence of ex post monitoring of fore- 
cast accuracy. A further reason was the perception 
that there was rarely much divergence between any 


10 This revision of forecasts after, rather than before, the 
earnings announcement is consistent with Stickel (1989). 


ACCOUNTING AND BUSINESS RESEARCH 


given analyst and the consensus forecast.!! This 
implies that forecast accuracy is not in itself a 
unique selling point for analysts, because it does 
not differentiate between them in the eyes of fund 
manager clients.? Indeed, a more general state- 
ment is that the usefulness of the analyst’s service 
to fund manager chents is not closely correlated 
with forecast accuracy per se, but rather with 
broader considerations of the ‘quality’ of advice 
(Barker, 1998). Similarly, and as argued by 
Bouwman et al. (1995), accounting information 
can serve the purpose of an initial screening of pot- 
ential equity investments, but it is far less useful 
in the detailed forecasting of future business 
performance. 

This leads to perhaps the most important 


observation about the context within which earn- 


ings information is used by analysts, waich is that 
the underlying reason for the apparent super- 
ficiality accorded to earnings and to earnings fore- 
cast accuracy is that accounting ability is only one 
aspect of an analyst’s role, and it is notably not 
the most important. An analyst needs to be able 
to understand the industry and to interpret the im- 
portance of news items within the industry, such 
as an oil discovery, a law suit, a price war, the 
impact of a merger on competition, and so on. 
Moreover, the analyst must be able to communi- 
cate with clients in order to persuade them to 
trade, and thereby to generate commission income 
for the firm. Any given analyst may have a core 
competency in any of these areas, and it may or 
may not be in accounting.'* In other words, the 
announcement of earnings and, more generally, 
the importance of accounting information, must 
be placed by all analysts in the context of wider 
issues and objectives. Thus it is clear that the re- 
sults announcement is simply an opportunity to 
generate brokerage commission income. More 
generally, it is a chance for analysts to reputation- 
build by demonstrating their knowledge of the 
company, understanding of the industry, and 
awareness of share price determinants. This repu- 
tation-building helps to establish ‘lesd analyst’ 


11 This evidence accords with Lang and Lundholm (1996), 
who show that dispersion among mdividual analysts’ forecasts 
is inversely related to company size. 

12 This finding is consistent with Dimson and Marsh (1984), 
who find that individual analysts do not have unique forecast- 
ing ability and, further, that the standard deviation of brokers’ 
forecasted returns is smaller than that for actual >utcomes (in- 
dicating collective conservatism, and correspondingly lower 
information usefulness). 

13 This finding is consistent with Francis end Philbrick 
(1993), who find that anelysts (acting rationally) do not neces- 
sarily have an incentive to minimise earnings forecast errors. 

14 Jt may be noted that market efficiency does not require 
that all analysts are able to interpret all public information, but 
only that prices reflect this information. This is net inconsistent 
with there being only a single ‘accounting expert’ within any 
given market sector. 
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Aspects of the definition of discontinued activities within FRS3 


Permanent or completed within 3 months of year end 
Materially affects nature and focus of the business 
Physically and operationally separable 

Need not be a business segment (defined by SSAP 25) 


status: as reflected by client assessment in the an- 
nual Extel rankings. In turn, this enhanced rank- 
ing increases the analyst’s propensity to generate 
income. 

In summary, while the analysts undoubtedly at- 
tached great importance to earnings news, their 
working environment was such that earnings 
information was but one of many areas of atten- 
tion and that, therefore, knowledge of accounting 
was not necessarily a highly valued skill. This 
observation clearly has important implications for 
analysts’ detailed interpretation and use of earn- 
ings information, evaluated in Section 6. 


6. FRS3 and the role of the ASB 


One of the findings presented in Section 5 was that 
analysts use reported earnings after first making 
adjustments to them. The measure of earnings 
given by these adjustments, which may be termed 
‘normalised’ earnings, was the subject of specific, 
directed interview research, reported in this section 
of the paper. . 

An initial finding from the interviews was that 
there was very little support for the possibility that 
the ASB should introduce its own version of 
normalised earnings. Some 20 analysts were op- 
posed to this idea, seven were in favour, and the 
remaining five were indifferent. The opposition 
was grounded mainly on the belief that there were 
already sufficient definitions (such as OMR, 1993), 
and that the ASB’s own would add nothing to 
them. In practice, the analysts often use more than 
one definition of eps in their reports. There is 
rarely a systematic, mechanistic use of a single 
definition, and it is unlikely that any given measure 
would actually be ignored. Reports would nor- 
mally contain the firm’s in-house definition, al- 
though this is often not followed precisely, and any 
given analyst would have his or her own version 
of normalised earnings. 


15 Note that, in practice, it is often the case that the differ- 
ences between definitions do not lead to an actual difference in 
reported earnings—possibly when a company does not report 
any exceptional items, for example. 





Is the definition 
appropriate? 


Is the definition 
inappropriate? 
27 5 
27 5 
22 10 
30 2 


With regard to the calculation of normalised 
earnings, it was outlined in Section 2.2 above that 
FRS3 focuses on three components of financial 
performance: first, the disclosure of operating 
profit for acquired, continuing and discontinued 
activities; second, the reporting of exceptional 
items; and, third, the reconciliation of earnings to 
changes in reserves. Each of these components was 
addressed directly in the interviews. 

Regarding the first component, all but one of 
the analysts supported strongly the FRS3 require- 
ment to differentiate the operating results of ac- 
quisitions from those of continuing operations. 
This is because the differentiation enables the as- 
sessment of the like-for-like performance of the ex- 
isting business and the decomposition of earnings 
growth between that which is organic and that 
which is purchased. Opinion is divided, however, 
over the appropriateness of FRS3’s requirement 
that the operating performance of acquisitions 
need only be shown in their first year. Some 17 of 
the 32 analysts were happy with this requirement. 
They conceded either that second year disclosure 
would be misleading or difficult (due to the 
integration of acquisitions), or else that it would 
be unhelpful anyway because the value of the 
information was in locating the step change in 
activity, which is achieved by first year disclosure. 
In contrast, the remaining 15 analysts believed that 
second year disclosure was both possible to 
achieve and useful in assessing the ongoing 
performance of the acquisition, with the implica- 
tion that the ASB could usefully enhance value- 
relevant disclosure. 

Two questions were asked regarding the disclo- 
sure of discontinued operations. The first was 
whether or not analysts believe that the level of 
disclosure is sufficient. The consensus was that it 
is, with only four of the 32 analysts dissenting. The 
second question probed more deeply into the basis 
of disclosure. Specifically, analysts were asked if 
they approved of individual aspects of the defini- 
tion of discontinued operations within FRS3 (see 
Table 2). In most cases, the analysts were not ac- 
tually familiar with this level of detail, such that 
the categories in Table 2 needed to be explained. 


Table 3 
Inclesion of exceptional items in normalised earnings 


Recurring 
Non-recurring 
Reorganisation costs 
Profit/loss on asset sale 


Above operating profit: 


Below operating profit: 
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Do analysts 
include? 


Do analysts 
exclude? 


0 
24 
19 
28 


Profit/loss on sale/termination of operation 30 


As the Table shows, however, there turned out to 
be strong support for the ASB’s definition. 

These results have two implications. The first is 
that the definition of discontinued activities within 
FRS3 is generally regarded as appropriate by an- 
alysts. The second, more general, implication is 
that the onus is on the ASB to ensure consistency 
between the actual content of financial reporting 
standards (such as FRS3) and analysts’ perceptions 
of that content. Otherwise, the market may make 
inappropriate use of information. An example of 
this would arise if a company decided to discon- 
tinue one of its businesses. An analyst might as- 
` sume that the business would be treated as discon- 
tinued, but the FRS3 criteria might not accept it 
as such, causing the analyst to be misled.'® More- 
over, and as shown by Rapaccioli and Schiff 
(1991), the analyst might be deliberately misled by 
the company if he or she fails to recognise discre- 
tion in the distinction between continuing and dis- 
continued operations. 

With regard to the second component of FRS3 
outlined above, only two of the analysts in the 
sample were opposed to the effective abolition of 
extraordinary items. The majority view was that 
extraordinary items had been abused by com- 
panies and also that, in any case, the distinction 
between extraordinaries and exceptionals was 
somewhat artificial from an analytical pers- 
pective.!? 

The distinction between different categories of 
exceptional items was not, however, perceived to 
be similarly artificial. This is shown in Table 3, 
which reports analysts’ views on the inclusion or 
exclusion of FRS3 exceptionals in normalised 
earnings. 

The inclusion of items perceived to be recurring, 
and the exclusion of those perceived to be one-off, 
suggests that analysts are seeking an underlying 
earnings measure for continuing trading opera- 


16 This observation is similar in spirit to Hussain (1997), who 
examines the implications for analysts’ forecast accuracy of the 
definition of segmental operations. 

17 This view is, of course, consistent with semi-strong form 
market efficiency. 





tions. This observation is made notwithstanding 
the responses for reorganisation costs, which are 
the only area in Table 3 where analysts expressed 
ambiguity. This mixed response was ex>lored in a 
follow-up question in the mterviews. It was found 
that if, on the one hand, reorganisation costs are 
perceived to be ‘genuinely one-off’, then they will 
be excluded from normalised earnings. If, on the 
other hand, a company reports reorganisation 
costs regularly, then they are more likely to be 
viewed as an ongoing cost and will therefore be 
included. This can be illustrated by the following 
quotes from three or the interviewees: 


‘I tend to include them (reorganisation 
costs). Nowadays they seem to happen so of- 
ten... they’re a fact of life.’ 

Tm very wary... companies always have to 
keep changing, and so you get (reorganisa- 
tion) costs that just keep coming.’ 

‘It depends upon the company. I usually ex- 
clude them... because they’re big and don’t 
happen often.’ 


It is clearly important that the constitution and 
purpose of reorganisation costs (and of excep- 
tional items generally) are understood by analysts. 
This is a matter of additional disclosure that high- 
lights the extent to which costs are ongoing.'* The 
encouraging evidence from the interviews was that 
20 of the analysts believed that there was sufficient 
information disclosure regarding exceptional 
items, while only five believed that there was not, 
and the remaining seven occupied the middle 
ground. This disclosure will not always appear in 
the annual report and accounts itself, but it will 
almost always form a central part of presentations 
to analysts at results announcements end, where 
necessary, it will be a focus for personal com- 
munication between an analyst and a company.” 


18 This evidence accords with Francis and Hanna (1996), 
who show that price responses are conditioned o2 the charac- 
teristics of asset write-offs. 

19 See, for example, Holland (1998a). 
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As a qualification on this evidence concerning 
the disclosure and interpretation of exceptional 
items, the interviews generated two further find- 
ings. First, it was clear that the analysts very rarely 
made adjustments from reported earnings to 
normalised earnings for anything other than ex- 
ceptional items (which is consistent with the evi- 
dence from participant observation in Section 5 
above). Second, it was far from clear how excep- 
tional items affect share prices if they are excluded 
from normalised earnings. Interview discussions 
suggested that, in cases such as ‘big bath’ provi- 
sions, they simply “drop out’ of the analysis.” This 
implies that there is scope for creative accounting, 
because it gives companies an incentive to declare 
one-off exceptional debits but to avoid classifying 
similar one-off credits as exceptional.?! It also sug- 
gests a lack of concern amongst analysts for the 
value-relevance of changes in the balance sheet, 
other than those caused by normalised earnings 
(see below). 

The findings presented so far concern operating 
profit and exceptional items. A further element of 
profit available to shareholders is taxation. The 
analysts were therefore asked how they interpret 
the tax charge in order to gain a better under- 
standing of ongoing earnings. All but 12 of the 32 
interviewees claimed to make specific adjustments 
to the tax charge. These adjustments are limited, 
though, and they will typically only be made for 
exceptionals and for large one-off distortions in 
the tax rate. This is consistent with the importance 
of exceptionals to normalised earnings which was 
outlined above. It also, however, reflects a per- 
ceived paucity of disclosure relating to the tax 
charge. This is reflected further in Table 4, which 
reports analysts’ perceptions of the sufficiency of 
three specific areas of tax charge disclosure. 

Table 4 suggests considerable dissatisfaction. On 
further questioning, however, few analysts ex- 
pressed a wish for greater disclosure. For most, the 
complexity of the tax charge does not repay close 
scrutiny, and as long as the tax rate and trend 
seem reasonable, reliance on personal contact with 
the company (typically with the finance director) 
is the most sensible basis for forecasting. Disclo- 
sure therefore acts as a confirmation of personal 
contact rather than as a basis for analysis itself. In 
other words, the insufficiency of disclosure does 
not act as a practical constraint on analysts’ fore- 


20 Evidence for the US in Elliott and Hanna (1996) is that 
earnings response coefficients are lower in the presence of large 
write-offs, suggesting that analysts’ perceptions of earnings 
quality are reduced. 

21 Similar scope arises in the distinction between continuing 
and discontinued operations, arising because the latter are ex- 
cluding from normalised earnings and because the distinction 
between the two can be ambiguous (Rapaccioli and Schiff, 
1991). 
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casts, whereas the restriction of personal contact 
would. 

The analysts were also asked which treatment 
they would prefer for deferred tax (ASB, 1995). 
The highest response (13) was ‘no preference’. Par- 
tial provision was favoured by 11 analysts, pri- 
marily on the grounds that it was a more realistic 
basis for the extrapolation of earnings. The re- 
maining eight analysts expressed the contrary view 
that full provision was more prudent. Not one of 
the 32 analysts expressed strongly-held views, 
however, and (in contrast to the discussion of ex- 
ceptional items) the general level of understanding 
appeared to be low. | 

The third and final component of financial 
performance in FRS3 concerns full articulation. In 
this context, a large majority of 26 of the 32 in- 
terviewees agreed with the statement that: “The 
profit and loss account should be designed to 
reflect trading performance only, whereas the 
statement of total recognised gains and losses 
should incorporate all long term gains and losses.’ 
This viewpoint is consistent with the (already iden- 
tified) emphasis on underlying (permanent) trading 
performance, and it is also broadly supportive of 
the ASB’s position (ASB, 1999). This said, how- 
ever, it was only by a very small margin (and with- 
out much conviction) that analysts claimed to ac- 
tually find the statement of total recognised gains 
and losses useful. Information on exchange differ- 
ences was considered to be of some use by 17 an- 
alysts, while 18 regarded asset revaluations 
similarly. 

As a general statement, analysts’ keen interest 
in normalised earnings seemed to be matched by 
a degree of indifference towards the balance sheet. 
When asked, for example, whether fixed asset val- 
ues are (in themselves) useful information, not one 
of the analysts believed them to be very useful, 
while 15 considered them of some use, 15 viewed 
them as of hardly any use, and two had no use for 
them at all.” 

This relative indifference towards the balance 
sheet is also manifested in an apparent lack of con- 
cern for the interaction between earnings and bal- 
ance sheet values. This has already been seen with 
respect to the ‘dropping out’ of non-recurring ex- 
ceptionals. There was also little interest or support 
for FRS3’s requirement that historic cost earnings 
should be disclosed whenever materially different 
from reported earnings. Indeed, most analysts 
seemed to be unaware of this requirement. 
Furthermore, there was considerable hesitancy 
and little conviction on the subject of goodwill. 
The analysts were asked which treatment they 


22 This is consistent with the experimental evidence of 
Emmanuel et al. (1989). 


Actual tax charge vs. standard/‘normal’ rate 
Management estimates behind the tax charge 
Segmental analysis 


would prefer for purchased goodwill. Their ex- 
pressed opinions were somewhat ‘forced’ and not 
strongly held. They were also mixed. Write-off re- 
serves was preferred by 15 analysts, while capital- 
isation and review was favoured by four and cap- 
italisation and amortisation by seven. The 
remaining six analysts were indifferent between the 
three options. The majority preference for write- 
off was based mostly upon its simplicity and ac- 
cepted usage. 

The interviewees were also asked (hypotheti- 
cally) if they would exclude the amortisation of 
goodwill in their calculation of normalised earn- 
ings, to which 18 said they would and 14 said they 
would not. Arguably, this difference of opinion re- 
flects that some analysts view goodwill amortisa- 
tion as unrelated to trading performance, whilst 
others regard it as an appropriate charge to reflect 
the cost of an acquisition. An alternative inter- 
pretation is that there is no clear understanding of 
how to treat goodwill. 

There was also mixed evidence on how goodwill 
should be treated in the calculation of return on 
capital employed. Of the 32 analysts, 15 claimed 
to add goodwill back to capital employed, while 
the other 17 took their totals directly from the ac- 
counts (thereby leaving it written off). There was 
little indication of any other adjustments that are 
made to capital employed in deriving the return. 

An important general theme from the interviews 
was that there are two very different categories of 
earnings measure—historic and forecast—and 
that, while the purpose of FRS3, ITMR and other 
definitions is to report historic performance, it is 
the earnings forecast that is most relevant to val- 
uations and to investment decision-making. The 
analysts do not, for example, forecast discontinued 
activities or exceptional items, and the differences 
between earnings definitions with respect to these 
items are of little or no practical relevance to fore- 


23 Note that the interviews took place while FRS10 (ASB, 
1997) was still at discussion paper stage. 

24 The role of the earnings forecast is especially important 
given the dominance of the price-earnings ratio as a valuation 
model (see Section 2.3). Of the 32 analysts interviewed, only 
seven claimed to make regular use of a discounted cash flow 
model to value companies, while six claimed occasional use and 
19 had no use at all. 
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casts. More important is the identification of com- 
ponents of earnings which can be extrapolated 
from historic performance to forecasts. In this 
respect, segmental information is of particular im- 
portance, and the analysts were therefore asked 
about segmental disclosure. Specifically, they were 
asked whether they supported disclosure on a geo- 
graphical and a line-of-business basis (as required 
by SSAP 25) or whether they would prefer instead 
for the external reporting of segmental informa- 
tion to be based upon the company’s internal re- 
porting structure. 

There were 13 analysts who implicitly endorsed 
SSAP 25 and preferred not to allow companies to 
report directly from their own management 
information systems. There were a number of jus- 
tifications for this position, which fall broadly un- 
der two headings. First, the analysts were con- 
cerned to ensure comparability between the 
reported segments of different companies. Second, 
there was a concern about allowing discretion in 
financial reporting, which could lead to either in- 
adequate or distorted disclosure. These responses 
are consistent with what analysts might reasonably 
expect from a financial reporting standard. As was 
the case with the views expressed on discontinued 
operations in FRS3, however, the analysts were 
responding on the basis of these reasonable expec- 
tations alone, rather than with a grounded under- 
standing of the actual content of SSAP 25. For 
example, SSAP 25 allows that: ‘determination of 
an entity’s classes of business must depend on the 
judgement of the directors’ (ASC, 1990, para. 13); 
common costs should be reported in the way that 
‘the directors deem most appropriate’ (ASC, 1990, 
para. 23); and ‘the directors should re-define the 
segments when appropriate’ (ASC, 1990, para. 39). 
In other words, there is a significant degree of 
company-specific discretion within SSAP 25 
which, on the face of it, appears inconsistent with 
the ‘reasonable expectations’ of the 13 analysts 
above. 

Viewed in this light, the responses of the other 
19 analysts reflected a different expectation of 
SSAP 25, rather than a different view on its actual 
content. Six analysts expressed the view that reli- 
able and value-relevant information was best pro- 
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vided directly from the company’s own reporting 
systems, rather than by mandated disclosure. The 
remaining 13 analysts favoured either disclosure of 
both of the categories of segmental information 
outlined above, or else had a preference for neither 
and just an overall wish that there should be more 
segmental information disclosed. Concerns were 
expressed that there should be greater ease of rec- 
onciliation between geographic and line-of-busi- 
ness disclosure (m the form of cross-tabulation), 
and also that there should be control over time- 
series information, to prevent the creative re-stat- 
ing of comparatives, as well as other distortions 
arising from mergers, reorganisations, and the like. 

In summary, while there was a general under- 
standing that companies were required to report 
segmental performance, there was little knowledge 
of what was actually required to be reported. An- 
alysts’ responses therefore took the form of a 
statement of the type of disclosure they would fa- 
vour, given both their expectation of the content 
of SSAP 25 and their perceptions about manage- 
ment discretion, information comparability, vol- 
ume of disclosure, and so on. In other words, 
while all analysts responded by stating what 
changes they would like to segmental disclosure, 
they were each referring to the assumed content of 
SSAP 25 rather than to its actual content. This 
finding reinforces that there is an onus on the ASB 
to match analysts’ expectations of financial re- 
porting with the reality. 

Overall, the findings of this section of the paper 
are mixed. On the one hand, there is clarity and 
consistency in analysts’ derivation of normalised 
earnings. On the other hand, there is ambiguity, 
apparently poor understanding and a degree of in- 
difference with respect to other areas of the finan- 
cial statements. These conclusions are consistent 
with those of Section 5, because they imply a keen 
interest in news, but a relative disinterest in un- 
derlying issues of accounting. 


7. Interpretation of findings 


Section 2.1 of this paper noted that, although there 
is no functional relationship in theory between ac- 
counting earnings and share prices, earnings are 
nevertheless value-relevant if they can be used in 
the prediction of future dividend-paying capacity. 
Consistent with this, the ASB aims in FRS3 to 
highlight value-relevant components of financial 
performance which, through the intermediation of 
analysts, are expected to become impounded in 
share prices. 

At first sight, at least, FRS3 appears to achieve 
its aim. This study has shown that analysts treat 
the announcement of earnings with immediacy and 
importance and, further, that they make use of the 
components of FRS3 in extracting a measure of 
normalised earnings. This is evidence consistent 
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with the efficient markets hypothesis. It also sup- 
ports, and is corroborated by, the market-based 
evidence that was reviewed in Section 2.2—namely 
that there is (some) information content in the 
earnings announcement, that market expectations 
are represented by analysts’ forecasts, and that 
measures of permanent earnings enhance the ex- 
planatory power of earnings with respect to prices. 

This study has also found, however, that ana- 
lysts are only interested in earnings to the extent 
that they are a medium for income generation, 
either directly through commissions, or indirectly 
through reputation-building. This is shown by the 
contrast between, on the one hand, the urgent in- 
terest in earnings news and, on the other, the low 
subsequent interest in reported earnings and the 
absence of internal monitoring of forecast 
accuracy. This paper therefore contributes to the 
new (and growing) literature recognising that earn- 
ings forecast accuracy is not the only benchmark 
against which the role of analysts should be un- 
derstood (see, for example, Francis and Philbrick, 
1993; Hunton and McEwen, 1997; McNichols and 
O’Brien, 1997 and Barker, 1998), from which it 
follows that evidence of ‘inefficient’ forecasts need 
not be inconsistent with economic rationality on 
the part of analysts. 

An important implication of analysts not being 
“earnings-focused’ is that financial statement ana- 
lysis is not necessarily their core competence, with 
the effect that their interpretation of earnings 
information is rather superficial. It has been 
shown, for example, that earnings are adjusted for 
exceptional items only. More generally, while the 
format and meaning of disclosed information on 
earnings components appears to be understood, 
the same is not true of the underlying basis of re- 
cognition and measurement, or of the interactions 
between earnings and the balance sheet. This poor 
understanding has been demonstrated in this pa- 
per in the context of discontinued activities, excep- 
tionals, taxation, goodwill, capital employed, fixed 
asset values and segmental information. 

Overall, these findings concerning analysts’ in- 
centives and abilities with respect to accounting 
information suggest a clear implication for the 
ASB—namely, that it plays an important role in 
determining the information set on which the mar- 
ket relies. Analysts have been shown to make use 
of the earnings information that is presented to 
them, but they have also been shown to have a 
limited appreciation of the factors affecting the 
valuation-relevance of this information. The 
ASB’s reporting standards can therefore influence 
and guide analysts in the information sets that 
they employ, leading to real effects on stock mar- 
ket valuations. 
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Appendix 


Complete list of questions asked at a results 
announcement meeting. a 

1. Is the 9% increase in volume evidence of stock 
building (perhaps in anticipation of price in- 
creases) or is it genuine and sustainable? Does the 
increase in prices, Q1 to Q2, indicate a build-up of 
momentum? 

2. Do you have a breakdown of volume, price, 
exchange and mix data for each major business 
group? 

3. Has the plant for products X, Y and Z in 
locations A, B and C got formal approval to 
proceed? 

4. Please can you explain the profits trend in 
associates, Q1 to Q2? 

5. Please can you expand on the ACT position, 
and are you considering paying FIDs? 

6. There has been a rebound in profits in W Div- 
ision. To what extent is this seasonal and to what 
extent a real turnaround? Which of the ongoing 
businesses is markedly seasonal? 

7. Will the current business portfolio be able to 
cope with the downturn when it comes? What is 
the future of location D? 

8. Given your comments on debt restructuring, 
what is the debt structure now (including curren- 
cies)? What is the geographical split of the V busi- 
ness? In terms of competition in the market, what 
is your view of the government aid to W (a 
competitor)? 

9. What is the balance in the current cash out- 
flow between seasonal factors and working capital 
growth? 

10. Is location E fully valued in the accounts or 
is it written off, and what is its future in the light 
of the cost reduction programme? 

11. Are you under-geared as the recovery is 
picking up, and have ‘cheap’ acquisitions been 
missed? 

12. A higher rate of capital expenditure is 
needed to expand the business-——what will the rate 
rise to at the peak of the cycle? Substantial price 
Increases have been seen recently. Are we ap- 
proaching a marked slowdown? 

13. How much longer will current rationalisa- 
tion charges last? What is your thinking on 
acquisitions? 
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Simultaneous determination of UK analyst 
following and institutional ownership 


Simon Hussain* 


Abstract-——This study examines analyst following for firms in the UK Top 350 as of January 1998, within a simul- 
taneous equation framework. A major conclusion to be drawn from this investigation is that, contrary to prior UK 
evidence, analyst following and institutional ownership are positively associated. This relationship is identified once 
the endogenous nature of variable determination is acknowledged. This study also finds that analyst following is 
positively associated with firm size. This results from the greater economic incentives and potential rewards for 
analysts following firms with large market values. Analyst following is negatively associated with total risk, possibly 
indicating a concern for forecasting reputation. There is also evidence of an industry-sector effect. Where firms 
operate in sectors which have greater regulation of activities, demand for analysts’ services is reduced. Thus, reg- 
ulation may act as a substitute source of information for investors. The influence of insider ownership on analyst 
following appears to operate through its impact on institutional ownership. Contrary to the pre-experimental ex- 
pectation, neither analyst following nor institutional ownership are significantly associated with trading activity. 
These conclusions appear robust to a number of sensitivity tests. 


1. Introduction 


1.1. Analyst following: a note 

Much of the early research on financial analysts 
concentrated on their predictive ability, with the 
main focus being on corporate earnings numbers 
(e.g. Basi, Carey and Twark, 1976; Brown and 
Rozeff, 1978; Bhaskar and Morris, 1984). How- 
ever, more recently there has been a move toward 
investigating factors influencing the behaviour of 
financial analysts in an attempt to gain a more de- 
tailed insight into those forces which may impact 
on analysts’ forecasts and on market prices.! One 
of the major behavioural factors to be studied in 
the past decade has been analyst following. This is 
an important issue to those concerned with the 
working of capital markets and the pricing of se- 
curities because of its potential implications for 
market efficiency (Foster, 1986: 301-302). 
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University of Newcastle-upon-Tyne NEI 7RU. E-mail: 
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l! For example, McNichols and O’Brien (1997) investigate the 
link between analysts’ information about stocks and their de- 
cision to issue recommendations. Mikhail, Walther and Willis 
(1997) examine whether analyst performance improves with 
experience. 


The impact of analyst following on efficiency is 
often cited as an explanation for firm size effects 
in relation to the impounding of information into 
prices. Studies like Freeman (1987) find that for 
large firms, information regarding future earnings 
numbers is incorporated into prices at a much 
greater horizon than for smaller firms. A similar 
pattern can be observed in the superiority of an- 
alysts’ earnings forecasts relative to time-series 
models (Brown, Richardson and Schwager, 1987). 
Since analyst following tends to be greater for 
larger firms, these findings fit with our expectation 
regarding the impounding of information into 
prices and earnings forecasts. The increased num- 
ber of analysts leads to increased competition in 
data collection and processing, and more rapid im- 
pounding of information into forecasts and prices. 

Prior research on analyst following has tended 
to be empirical in nature. US studies by Bhushan 
(1989), Moyer, Chatfield and Sisneros (1989) and 
Brennan and Hughes (1991) have examined ana- 
lyst following in single equation settings, utilising 
OLS regression modelling. O’Brien and Bhushan 
(1990) and Chung and Jo (1996) have developed 
this analysis by investigating analyst following 
within a simultaneous equation framework. Evi- 
dence on UK analyst following is presented in 
Marston (1997). The study examines the determi- 
nants of analyst following for 251 firms from the 
UK Top 500 using a single equation OLS regres- 
sion approach. 

Of course, within any individual brokerage 
house it is likely that the allocation of analysts to 
particular sectors will be heavily influenced by 
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idiosyncratic factors like existing expertise within 
the brokerage house; special links which brokers 
may have with individual companies and manage- 
ments; and historical or organisational factors. 
However, when modelling the whole market for 
analysts’ services it is unlikely that these factors 
will have a systematic impact at the macro level 
because idiosyncratic factors, by their very nature, 
will tend to ‘wash-out’. The main systematic fac- 
tors influencing how analysts are allocated to firms 
or sectors are likely to be those firm characteristics 
which influence economic rewards or costs. 


1.2. Analyst following and firm characteristics: a 
general model 

Traditional economic analysis provides one 
means by which we may model the link between 
analyst following and firm characteristics. Bhu- 
shan (1989) presents a model of investors’ total 
expenditure on analysts’ services for which analyst 
following acts as a proxy measure. To begin, the 
aggregate demand for, and supply of, analysts’ 
services are assumed to be functions of the per- 
unit price of analysts’ services (P) and a number 


of firm characteristics (k,, k,, ....k,): 
Qp = D(P, ky, kz .... ky) (1) 
Q; = S(P, k,, kap... kp (2) 


where the demand and supply functions exhibit the 
normal relationship with price (i.e. dQ,/aP < 0 
and QƏP > 0). The equilibrium quantity of an- 
alysts’ services for this model is denoted Q*. At 
this point, investor’s equilibrium total expenditure 
on analysts’ services for a specific firm (with a 
given set of characteristics) is simply the product 
of price and quantity: 


EXP*(k,, k,,....k,)=[P*(k,, ky, .... k,)I. 
[Q*(k,, ka... k] G) 


The next stage is to determine how changes in 
firm characteristic i Impact on total expenditure. 
This may be assessed by calculating dEXP*/ak,: 


@EXP*/dk, = 


O" + NEO p/Ok)— (1+ ep COIN ey 
~ (@QJaP —80,/aP) 


The normal relationship between price and the 
supply and demand functions implies that the 
denominator of the right-hand side of equation 4 
will be positive, and that the own price elasticity 
of supply of analysts’ services (gs) will be positive. 
This means that dEXP*/dk, will be positively re- 
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lated to the impact of characteristic i on demand 
(i.e. dQ,/dk,). The own price elasticity of demand 
for analysts’ services (ep) will be negative but, as 
can be seen from equation 4, it is important to 
know whether or not it will be elastic (i.e. £p < 
— 1). Bhushan suggests that this relationship is 
likely to be elastic (Bhushan, 1989: 259). A result 
of ep being elastic is that 3EXP*/dk, will be posi- 
tively related to dQ./dk,. 

` Of course, this analysis provides only a very 
general framework for understanding how a set of 
firm characteristics (k,, k,, ....k,) may impact upon 
analyst following through their influence on the 
demand and supply functions for analysts’ serv- 
ices. This analysis does not tell us which firm char- 
acteristics will be important. As a result, studies of 
analyst following have employed a wide range of 
different explanatory variables. In addition, the 
analysis is somewhat complicated by the realisa- 
tion that not all of the variables included in the set 
of firm characteristics are exogenously determined. 
There are reasons to suspect that one cf the major 
firm characteristics employed by Bhushan (1989), 
namely institutional ownership of equity, is deter- 
mined endogenously with analyst following. 


1.3. Analyst following and institutional ownership 

One of the major elements to be considered 
when examining analyst following is the institu- 
tional ownership of equity. A survey of major UK 
firms conducted by Marston (1996) concludes that 
many firms actively seek to encourage analyst fol- 
lowing through invitations to meetings (Marston, 
1996:29), and thereby increase institutional 
ownership. 

The link between analyst following and institu- 
tional ownership is, however, likely tc be one of 
simultaneous determination. Since institutional in- 
vestors are major clients of financial analysts, it 
may be expected that the demand for, and supply 
of, analysts’ services will be greater for those firms 
which are favoured by institutional investors. Sim- 
ilarly, it may also be expected that institutions will 
prefer firms which are already followed by many 
analysts, because of the greater amount of 
information and expertise available to the institu- 
tional investor. This scenario suggests a positive 
endogenous relationship between analyst following 
and institutional ownership. 

Another reason for an association tetween an- 
alyst following and institutional ownership of eq- 
uity is the risk of legal action by disgruntled in- 
vestors. Since institutional stockholders claim to 
act in the best interests of their clients, obtaining 
the services of analvsts provides tangitle evidence 
of this fiduciary role: 


‘Fiduciaries have cited use of analyst reports 
as evidence of care and prudence. Institu- 
tions’ willingness to pay for research gives 
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analysts a motive for following firms.’ 
(O’Brien and Bhushan, 1990: 56). 


Of course, this also suggests that institutions will 
be attracted more to those firms for which there is 
already a well established following of financial 
analysts. 

In contrast to the theoretical rationale above, 
and empirical evidence from the US (e.g. Bhushan, 
1989; Moyer, Chatfield and Sisneros, 1989), an 
OLS regression-based study by Marston (1997) 
finds a significant negative association between an- 
alyst following and institutional ownership for ma- 
jor UK firms. There are several possible explana- 
tions for this unusual result. 

One possible explanation is that there are dif- 
ferences between the UK and US regarding the 
relationship between analyst following and insti- 
tutional ownership. Indeed, Bhushan (1989: 260) 
notes that the a priori relationship between these 
two variables is ambiguous. The degree to which 
a firm is institutionally owned will influence both 
the supply and demand for analysts’ services. If 
institutional owners carry out their own in-house 
analysis, then the demand for external analysts’ 
services will be reduced as the concentration of in- 
stitutional ownership increases. In addition, since 
brokerage house analysts play an important role 
in generating transactions in the securities market- 
place, the impact of institutional ownership may 
also depend on whether the majority of transac- 
tions business is from small investors or institu- 
tions. If most transactions business 1s provided by 
institutions, analyst supply may be expected to 
increase as institutional ownership increases. If 
most transactions business 1s provided by small m- 
vestors, then greater institutional ownership is ex- 
pected to be associated with reduced analyst sup- 
ply. Thus, structural differences between US and 
UK securities markets may explain the negative 
relationship observed by Marston (1997). 

A second possible explanation for the negative 
association between analyst following and institu- 
tional ownership documented in Marston’s study 
is the way in which analyst following is measured. 
The most commonly used measure of analyst fol- 
lowing is the number of analysts contributing cur- 
rent-year forecasts to the Institutional Brokers Es- 
tate System (I/B/E/S) database. Studies by Moyer, 
Chatfield and Sisneros (1989), O’Brien and Bhu- 
shan (1990), Brennan and Hughes (1991) and 
Chung and Jo (1996) utilise this measure of analyst 
following. Marston (1997) uses an alternative 
measure of analyst following, namely the number 
of sell side analysts invited by companies to inves- 
tor-relations meetings as revealed through ques- 
tionnaires sent to UK Top-500 companies. This 
measure will not necessarily correspond with the 
number of analysts actively researching a com- 
pany’s stock, since many firms invite analysts to 
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meetings in an attempt to attract their interest and 
gain a higher profile within the City. Indeed, it 1s 
quite possible that the largest numbers of invita- 
tions may be sent by those firms which currently 
have few analysts following them but wish to 
increase their following. This could lead to Mar- 
ston’s measure of analyst following being weakly 
(or even negatively) associated with the true num- 
ber of analysts researching a firm. 

A third possible explanation for the negative 
association between UK analyst following and in- 
stitutional ownership reported by Marston (1997) 
is that the results of the OLS regression are se- 
verely affected by simultaneous equation bias. In 
some cases this problem can lead to ‘sign switch- 
ing’. An example of this problem is given in Grif- 
fiths, Hill and Judge (1993: 619), where the OLS 
slope estimate in a demand function is incorrectly 
estimated to be positive. It is possible that a 
problem similar to this may affect the OLS esti- 
mates reported by Marston (1997) if analyst fol- 
lowing and institutional ownership are determined 
within a simultaneous equation system. 

In this study it will be assumed that the relation- 
ship between analyst following and institutional 
ownership is of the general form: 


Analyst Following = a) + a, (Institutional 
1 
Ownership) + X a; X, +£ (5) 
i=2 


Institutional Ownership = gç + g, (Analyst 
I 
Following) + ` g, X,;+v (6) 
i=2 


where X, is ith exogenous variable (where i = 2, 
....d), a, and g, are model parameters, and £ and v 
are random error terms. If the endogenous nature 
of analyst following and institutional ownership is 
ignored, application of OLS regression estimation 
to either of the above equations will result in bi- 
ased and inconsistent parameter estimates. This is 
because the endogenous variables being used as re- 
gressors will be correlated with the error terms, 
violating an important OLS assumption. 

It is the aim of this study to examine the deter- 
minants of UK analyst following in a manner 
which builds on Marston’s (1997) study. Firstly, 
an alternative measure of analyst following will be 
utilised, namely the number of analysts contrib- 
uting to the I/B/E/S database. Secondly, analyst 
following will be empirically examined using an es- 
timation procedure appropriate to simultaneous 
equation systems. Three stage least squares (3SLS) 
estimation is used here. This generates parameter 
estimates for equations estimated as a whole 
system and so utilises more information than some 
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alternative estimators for simultaneous equation 
systems (e.g., two stage least squares).? 


2. Variable measurement and selection 
criteria 

The following section describes the measurement 
of the endogenous and exogenous variables to be 
used here. Different studies of analyst following 
have used a wide range of explanatory variables, 
often with relatively weak justification. In this 
study an attempt has been made to concentrate 
only on those variables for which there appears to 
be a sound justification either in terms of economic 
incentives or in terms of analyst reputation. This 
section also details the sample selection criteria for 
the empirical analysis. 


2.1. The endogenous variables 

The main analyses will be conducted on the as- 
sumption that there are two endogenous variables 
within this system, namely analyst following and 
institutional ownership. 


e° Analyst following 

Analyst following is difficult to measure with 
precision. The most common measure, the number 
of analysts contributing to the I/B/E/S database, is 
unlikely to represent the universe of active ana- 
lysts. In addition, this is unlikely to be a perfect 
measure of the resources devoted to the research- 
ing of companies because it is well known that 
some analysts are more thinly-spread than others. 
Some brokerage houses will employ only one or 
two analysts to look after the universe of small 
firms, for example. While acknowledging potential 
limitations to the I/B/E/S data, alternative sources 
of such information are not readily available to 
researchers and are unlikely to be superior to the 
I/B/E/S data. Two I/B/E/S measures of analyst fol- 
lowing are employed here, taken from the I/B/E/S 
Summary Data (International) file for January 
1998. Firstly, the number of analysts contributing 
earnings forecasts for the current fiscal year (AF1) 
._ and the number contributing forecasts for the next 
. fiscal year (AF2). It is possible that analysts who 
are spread thinly across many firms, or who are 
not strongly committed to a particular industry 
sector, may not generate forecasts beyond the cur- 
rent fiscal year because their lack of knowledge or 
research resources will be revealed. Thus, these an- 
alysts may drop out of the AF2 measure. 


2 The application of 2SLS estimation is referred to in Section 
4 of this paper. 
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e Institutional ownership 

Like analyst following, the measurement of in- 
stitutional ownership is not without its problems. 
Institutions holding 3% or more of equity: are dis- 
closed in annual reports. This information is col- 
lected from the Hemmington-Scott Equities Direct 
website at the end of April 1998.3 Since each major 
institutional shareholder is identified -ndividually 
it is possible to derive two measures of institu- 
tional ownership—the total percentage of equity 
held by major institutional shareholders INST%) 
and the number of major institutional sharehold- 
ers (NINST). Two potential problems arise in re- 
Jation to these data, which also apply to previous 
studies which employ institutional ownership 
measures. 

Firstly, only institutional shareholdings of three 
percent or more are disclosed. Secondly, the 
information on shareholdings relates ta each firm’s 
most recent end-of-year, which varies for the sam- 
ple of companies used here. The first issue is likely 
to be a problem in cases where institutions invest 
an identical monetary amount in each firm; such 
investments are more likely to pass the three per- 
cent-threshold for smaller firms than for larger 
firms. However, if institutions create value- 
weighted portfolios, consisting of x% of each 
firm’s equity, then their holdings will be disclosed 
in all cases or none at all depending on whether x 
exceeds three. The second issue is, in practical 
terms, unlikely to be a major problem. Although 


analyst following is likely to react to economic fac- 


tors over a period of several years, it takes time to 
train analysts, so analyst following is rot likely to 
change over several months. The fact that some of 
the data reported will be for year-ends which occur 
during different months is unlikely to be a major 
problem from an empirical perspective. 


2.2. The exogenous variable 

There are a number of exogenous variables 
within the equation system estimated here. These 
variables are described below, together with re- 
marks about their likely association with analyst 
following and institutional ownership. 


e Market value of equity (firm size) 

Information which identifies mis-priced securi- 
ties is potentially more valuable to an investor 
when it relates to larger firms. Tradmg on this 
information is less likely to be immediately noticed 
by other investors, thus providing a greater win- 
dow for profitable trading before the information 
eventually becomes impounded in prices. In addi- 
tion, large firms offer greater opportunities for 


3 This time-lag in relation to the I/B/E/S data was to ensure 
that data from the relevant annual reports had been included 
on the Hemmington-Scott website: 
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large scale buying and selling, so increasing the 
magnitude of profits from trading on Information. 
These arguments are repeated in a wide range of 
studies which have investigated firm size effects in 
securities markets (e.g., Freeman, 1987). Market 
value is included as an explanatory variable in al- 
most all studies of analyst following, usually as a 
log-transformation. Analyst following is expected 
to be positively associated with market value. 

The relationship between firm size and institu- 
tional ownership is more difficult to assess a priori. 
The degree to which firms are held by institutions 
may depend on the degree to which institutions 
wish to include smaller firms in their portfolios. 
Small firms have been a popular focus for port- 
folio managers during the past two decades. Also, 
it is possible that the very largest firms will have a 
large number of small private shareholders who 
consider these investments to be ‘a safe bet’. This 
could limit the scope for institutional ownership 
amongst the very largest firms. Of course, since all 
firms in this study are members of either the FTSE 
100 or the Mid 250 indices it is debatable whether 
any can be truly classified as small firms. 

The market value data are taken from the Lon- 
don Business School publication Risk. Measure- 
ment Service for the quarter ending December 
1997. 


° Industry membership 

A number of studies (Bhushan, 1989; Moyer, 
Chatfield and Sisneros, 1989; O’Brien and Bhu- 
shan, 1990; Marston, 1997) include dummy vari- 
ables for a variety of individual industry sectors. 
The results are mixed and it is not obvious that 
there should be a significant industry-effect for an- 
alyst following. However, there is an argument for 
examining those sectors which may be more heav- 
ily affected by regulatory bodies or legal regulation 
and constraints. It is possible that the regulatory 
bodies which oversee these sectors reduce inves- 
tors’ demand for external financial analysis by pro- 
viding a substitute source of monitoring (Moyer et 
al., 1989: 506). 

For convenience, the impact of regulation is 
examined here by using a single dummy variable 
(REG) for utilities, including telecommunications, 
and financial companies. Investors can gain an in- 
sight into utilities’ pricmg structures through the 
public pronouncements of ‘watchdogs’. Financial 
institutions must operate within strict guidelines in 
relation to banking and investments. This may re- 
duce the demand for financial analysts’ services 
from investors. Conversely, institutional owner- 
ship may be expected to be greater for regulated 
firms if non-expert investors and portfolio man- 
agers can gain additional insight from ‘watchdogs’ 
or known regulations affecting firms’ activities. 
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Of course, it may be that some firms outside of 
these sectors also face regulation, and that some 
firms within these sectors are less regulated than 
others. However, the approach used here should 
be sufficient to detect any significant impact which 
regulation may have on analyst following. Indus- 
try sector classifications for firms are obtained 
from the Hemmington-Scott Equities Direct 
website. 


e Total risk and systematic risk 

Two measures of risk are used in this study: to- 
tal risk or returns variability (VAR) measured by 
the standard deviation of stock returns, and 
systematic risk (BETA) estimated as the regression 
slope of equation 7: 


R,,=a;+ BR, + (7) 
where for period t, R,, = the return on asset ;; 
R... = the return on the market; ¢;, = a random 


error term following the usual OLS assumptions 
of a zero mean and a constant variance. Both 
VAR and BETA are obtained from the LBS Risk 
Measurement Service for the quarter ending De- 
cember 1997. 

A priori, it is difficult to identify the direction of 
the relationship between risk and analyst follow- 
ing. Lf data collection and specialist knowledge al- 
low analysts to more accurately forecast future 
earnings and prices, there is greater scope for prof- 
itable trading for firms with a high variability of 
returns; this could lead to increased analyst follow- 
ing. However, potential losses are also greater for 
volatile stocks. In addition, since analysts’ repu- 
tations are based, in part, on their predictive abil- 
ity in relation to prices and earnings numbers, 
there may be a reluctance to follow highly volatile 
firms because of the increased likelihood of ex- 
treme forecast errors. Studies by Bhushan (1989), 
Brennan and Hughes (1991), Chung and Ho 
(1996) and Marston (1997) document a significant 
positive association between analyst following and 
variability of returns, while O’Brien and Bhushan 
(1990: 70) find that analyst following is weakly 
negatively associated with variability of returns. 
This is an interesting point to note because, unlike 
the other studies, O’Brien and Bhushan examine 
analyst following and institutional ownership 
within a simultaneous equation framework similar 
to that employed here. 

Systematic risk is not normally included as an 
explanatory variable for analyst following. There 
is some justification for this from surveys of UK 
analysts’ practices. Studies by Arnold and Moizer 
(1984) and Pike, Meerjanssen and Chadwick 
(1993) find that beta-analysis is not widely used by 
UK analysts. However, beta is included here as an 
explanatory variable relevant to the determination 
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of institutional holdings. The rationale for the in- 
clusion of beta is that institutional holders are usu- 
ally portfolio holders and should therefore be con- 
cerned with the systematic risk of individual 
securities, rather than their total risk. Analysts, 
who generate recommendations and forecasts for 
individual securities, are more likely to be sensitive 
to total risk. The relationship between beta and 
institutional ownership will depend on the risk 
profiles of portfolios managed by UK institutional 
investors. 


e Market model R? 

The market model R? (RSQ) measures the de- 
gree to which variation in stock returns is ex- 
plained by equation 7. The R2 value may be con- 
sidered a measure of risk or uncertainty regarding 
the future price of a stock; even if analysts can 
predict future market movements, they will still 
have little insight into the future price movements 
for firms with low market model R? values. Thus, 
it may be expected that analysts would prefer firms 
with high R2 values because of the potentially 
damaging effect which extreme price-forecasting 
errors (associated with low R? firms) may have on 
their reputation. 

There is also an issue relating to information 
costs which may cause analysts to favour firms 
with high R? values: 


‘For a given level of information costs relat- 
ing to macro variables, the marginal 
information acquisition cost for a firm will 
be low if the ... [R7] ... between the returns 
on the firm and the market is high. Hence, 
ceteris paribus, information acquisition cost 
is likely to be an inverse function of the R2.’ 
(Bhushan, 1989: 263) 


Both Bhushan (1989) and Marston (1997) find a 
positive association between analyst following and 
R?, although the association is stronger in Bhu- 
shan’s US study than in Marston’s UK study. The 
relationship between RSQ and institutional own- 
ership is likely to dépend on the risk profiles de- 
sired by institutional portfolio managers. For this 
study, the market model R? is obtained from the 
LBS Risk Measurement Service for the quarter 
ending December 1997. 


e° Insider ownership 

Insider ownership (INSIDE) is mesed here as 
the percentage of shares held by named individu- 
als, as reported on the Hemmington-Scott Equities 
Direct website. Shareholdings are disclosed for 
holdings in excess of one percent of the market 
value of equity. It is likely that institutional own- 
ership is negatively related to msider ownership. 
Where a large proportion of a firm’s equity is held 
by insiders, especially if they are family members, 
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institutions may find it more difficult -o have an 
influence on corporate policy. This may be a parti- 
cular problem where family members believe that 
the firm should pursue what may be termed social 
objectives‘ rather than single-mindedly pursuing 
shareholders’ interests. Where family and insider 
ownership is very small it is more likely that insti- 
tutional shareholders will be able to exert influence 
over corporate policy. 

There are reasons to suspect that analyst follow- 
ing will be negatively associated with insider hold- 
ings. Bhushan (1989: 260-61) suggests that de- 
mand for analysts’ services is more likely to derive 
from outsiders rather than insiders. Also, if insider 
ownership is associated with greater secrecy within 
a firm, the costs of data collection may increase. 
There may also be an agency rationale, to the ex- 
tent that analyst monitoring can reduce the agency 
costs arising from the separation of ownership and 
control (Moyer et al., 1989: 504). 


e Trading activity 

Many analysts are employed by brokerage 
houses which derive much of their income from 
activities relating to stock trading. It may be ex- 
pected that analyst following will be greater for 
firms whose stocks are heavily traded because the 
brokerage houses in which the analysts are em- 
ployed have a financial incentive to concentrate re- 
search on heavily traded stocks, or because ana- 
lysts have personal financial incentives to 
concentrate on firms whose stocks are traded fre- 
quently and in large volume. The main measure of 
trading activity used here is the annualised trading 
value of equity (VALUE), based on the trading 
velocity (VEL) measure obtained from the LBS 
Risk Measurement Service for the quarter ending 
December 1997. VEL is the value of shares traded, 
on an annualised basis, as a percentage of market 
value. Since the equivalent values for the end-of- 
quarter stock price (PRICE) and market value of 
equity (MV) are also given in the same publi- 
cation, measures of annualised volume (VOL) and 
traded value (VALUE) may be calculated thus: 


VOL = —— %<—  Ñ———- (8) 


VALUE = VOL-PRICE 


(9) 


The variables described above constitute the set 
of exogenous factors included within the frame- 


* For example, firms which have a ‘tradition’ to uphold (e.g. 


football clubs) or a significant ecological or image to 
maintain 

5 The use of VOL as a measure of trading activity is 
described in Section 4 of this paper. 
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work for this paper’s analysis of analyst following 
and institutional ownership. 


2.3. The sample 

The following selection criteria are employed 
here: 

(i) the firm is a member of either the FTSE 100 
or FTSE Mid 250 indices; 

(ii) all data values mentioned in the above sec- 
tion are available from the appropriate sources, 
namely the Hemmington-Scott Eguities Direct 
website, the I/B/E/S Summary Data file for Janu- 
ary 1998 and the LBS Risk Measurement Service 
for the quarter ending December 1997. No other 
restriction is placed on the sample. From a total 
of 350 firms, the selection criteria eliminate 74 
firms, leaving a sample of 276 firms. 

Because firms examined in this study are se- 
lected from the FTSE 100 and FTSE Mid 250 in- 
dices there is a bias toward larger UK firms. The 
advantage of this design is that the resulting sam- 
ple of 276 firms is likely to be similar in character 
to the 251 firms examined in the previous UK 
study by Marston (1997) which were selected from 
the UK Top 500. This allows a better test of the 
hypothesis that the OLS slope coefficients reported 
in Marston’s study may have been affected by 
simultaneous equation bias. 

In addition, a potential problem of having a 
large number of small companies (e.g. FTSE- 
Fledgling index members) is that analyst following 
can become concentrated around low numbers. 
Many small firms have only one or two analysts 
contributing to I/B/E/S, while some have none. 
This does not provide enough variation in the de- 
pendent variable for a regression model. Another 
possible reason to avoid small firms relates to the 
time and cost of training analysts. Small firms tend 
to be young firms. If, as this paper is suggesting, 
a variety of firm characteristics influence the num- 
ber of analysts following firms, it may take time 
for the impact of these characteristics to be fully 
reflected in analyst following. 


3. The main analysis 


This section presents descriptive statistics for the 
variables used in this study and the exact form of 
the analyst-following model employed. The main 
empirical results, based on 3SLS regression, are 
then presented and described. Finally, the results 
of OLS regression analysis are presented for com- 
parison with the 3SLS results. 


3.1. The data 

Descriptive statistics for all variables are con- 
tained in Table 1. Some of the variables (NINST, 
VOL) are not used in the main analysis but are 
employed in sensitivity tests described later in Sec- 
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tion 4. Panel A of Table 1 presents the main 
descriptive statistics for each variable. Panel B 
shows the correlation matrix for the variables em- 
ployed in the main empirical analysis. It is pre- 
sented here primarily to assess the independence 
of the explanatory variables. These correlations do 
not give rise to concerns of multicollinearity af- 
fecting the regression-based analysis.’ 

In relation to the measures of analyst following 
(AF1, AF2) it can be seen that on average, more 
analysts contribute forecasts for the current-year 
than for the following year. This may reflect the 
‘dropping out’ of analysts who are thinly spread 
across many firms. Similarly, analysts working in 
small or poorly resourced brokerage firms may 
concentrate their efforts on the current fiscal year 
and be reluctant to predict further into the future. 
For most firms, however, inspection of the 
I/B/E/S database reveals AF1 and AF2 to be 
similar (often identical) values. Marston (1997) 
measures analyst following as the number of an- 
alysts invited to management meetings, as revealed 
in questionnaires, and reports a mean analyst fol- 
lowing of around 24. The study here uses the num- 
ber of analysts contributing to the I/B/E/S 
Summary Data file and obtains a mean analyst fol- 
lowing of around 12. This could indicate that 
many UK analysts are not included in the I/B/E/S 
files or that the number of analysts invited to 
management meetings is an imperfect measure of 
the number of analysts actively following a firm. 
It may also be the result of sample selection bias 
in the Marston study, since firms were not com- 
pelled to respond to the questionnaires. 

Table 1 shows that although this sample is 
drawn from the two largest FTSE indices, there is 
plenty of variation in firm characteristics (e.g. size, 
risk, ownership structure). When compared to the 
descriptive statistics reported by Marston (1997: 
340) it appears that ownership structure, measured 
by the means for insider and major institutional 
holdings (5.7% and 17.5%, respectively) are not 
too dissimilar to the results reported here for IN- 
SIDE and INST% (3.4% and 26.8%, respectively). 

Comparisons can also be made in relation to 
returns variability (VAR) and the market model 
R? (RSQ). Table 1 shows that for this sample, 
mean returns variability is 25.56% and the mean 


` market model R? is 19.45%. The mean for returns 


variability is lower than the 35.21% mean value 
reported in Marston’s study. When one considers 


6 Measures of analyst following and firm size are log-trans- 
formed for the main empirical analysis (see note in Section 3.2) 
but are included in Panel A in their raw state for ease of 
understanding. 

7 The largest correlation between explanatory variables is 
+0.7728 for annualised traded value (VALUE) and firm size 
(InMV). The exclusion of VALUE does not affect the main 
conclusions drawn from the results in Table 2. The use of VOL 
in place of VALUE does not alter the results. 
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that the samples of firms are not identical, and that 
the two datasets cover different periods of time, 
the difference is perhaps not surprising. À more 
notable difference is observed in the case of the 
market model R2, which averages 19.45% here but 
43.51% in Marston’s study. Both this study and 
Marston’s study use the LBS Risk Measurement 
Service as the source for VAR and RSQ data so 
differences do not reflect differences in the data 
source. 

The dummy variable for those sectors which are 
subject to regulation (REG) does not have an 
equivalent in the Marston study, which instead 
uses four broad industry classifications—capital 
goods, consumer goods, financials and others. Panel 
A of Table 1 shows that 68 of the 276 firms studied 
here are classified as utilities or financials. 

Systematic risk (BETA) varies between 0.44 and 
1.42 for this sample, with a mean of 0.966 indi- 
cating that the average risk for this sample is 
slightly less than for the whole market. Marston’s 
study does not employ systematic risk as an ex- 
planatory variable. 


3.2. The main model 

This section presents a two-equation model of 
analyst following and institutional ownership 
based on the arguments presented in Sections 1 
and 2. The equations in this system are linear-ad- 
ditive in form and both analyst following and mar- 
ket value are included as log-transformations. Ev- 
idence from previous studies indicates that the use 
of log-transformations for analyst following 
(Chung and Jo, 1996) and market value (Bhushan, 
1989; Moyer et al., 1989; Chung and Jo, 1996; 
Marston, 1997) are better suited to linear forms. 
Thus, the estimated equations are: 


In(AF1) =a, + a,INST% + a, In(MV) + 
a,RSQ +a, VAR + a REG + a,VALUE +e (10) 


INSTA = g, + g, In(AF1) + g, In(MV) + 
&,RSQ + g;¿BETA + gREG + g,VALUE+ 


gsINSIDE+ v (11) 
where variables are defined as for Table 1, and £ 
and v are random error terms. The above model 
system (10 and 11) is also re-estimated with the 
alternative measure of analyst following AF2 in 
place of AF1. 

There are two main differences between the 
equations for analyst following (10) and institu- 
tional ownership (11). Firstly, a different risk 
measure is used for each. For analyst following a 
measure of total risk is employed (VAR), while for 
institutional shareholders systematic risk (BETA) 
is used. The rationale for this difference was dis- 
cussed earlier. Secondly, preliminary model test- 
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ing, not reported here, indicates that the impact of 
insider ownership (INSIDE) on analyst following 
operates through its impact on institutional own- 
ership. This point is discussed further in Section 4 
of this paper. The model parameters are estimated 
using 3SLS. 


3.3. Empirical analysis: the main model using 
3SLS 

This section presents the results of empirical 
tests based on the main model estimated using 
3SLS. The results are shown in Table 2. The main 
model is estimated using two measures of analyst 
following: the number of analysts contributing 
current-year earnings forecasts to the I/B/E/S da- 
tabase (AF1) and the number of analysts contrib- 
uting next-year earnings forecasts to the I/B/E/S 
database (AF 2). In the following discussion, unless 
stated otherwise, coefficients are described as stat- 
istically significant when it is possible to reject the 
null-hypothesis (i.e. coefficient equals zero) at the 
0.05 level using a two-tail test. 

The results of the 3SLS estimation of the main 
model, presented in Table 2, do not appear to be 
sensitive to whether analyst following is measured 
by the number of analysts contributing current- 
year earnings forecasts to I/B/E/S or next-year 
earnings forecasts. The following discussion will 
focus on the results for the model employing 
InAF1 but is equally valid for the model employ- 
ing InAF2. 

The first pomt to note is the evidence of a 
significant positive association between analyst fol- 
lowing and institutional ownership (INST) when 
investigated within a simultaneous equation 
framework. This suggests that there is a greater 
demand for information on firms favoured by in- 
stitutional investors, since institutional investors 
are one of the major groups of clients for analysts’ 
services. A positive association between analyst 
following and INST% is consistent with US find- 
ings by Bhushan (1989), Moyer et al. (1989) and 
O’Brien and Bhushan (1990). It is, however, con- 
trary to the negative association identified in the 
OLS regression-based UK study by Marston 
(1997). 

Positive slope coefficients are also identified for 
both market value GnMV) and the market model 
R? for a firm’s stock returns (RSQ). These results 
are consistent with a priori expectations, and with 
prior empirical evidence from Bhushan (1989) and 
Marston (1997). The larger a firm’s market value 
the greater the potential financial gains to informa- 
tion identifying mis-priced securities. The larger a | 
firm’s market model R, the less uncertainty exists 
regarding a stock’s future price movements in re- 
lation to the market. 

Negative slope coefficients are identified for a 
firm’s total risk, measured by the variability of 
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Table 2 
The main model using 3SLS 
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In(AF1)=a,+a,INST%+a,in(MV)+a,RSQO+a,VAR+a,REG+0,VALUE+€ 
INST% =g,+g,In(AF1)+g,In(MV)+g,RSO+g,BETA+g,REG+g,VALUE+g,INSIDE+) 


where variables are as defined in Table 1. 


e The above model system is also re-estimated with AF2 replacing AF1. 


Dependent variables In( AFI) INST% inf AF2) INST 
3SLS model-fit} 12.05% 16.22% 12.52% 17.81% 
Explanatory variables 
Intercept — 0.420 57.36* — 0.473 57.27* 
(— 0.591) (4.796) (— 0.655) (4.379) 
In{AF1)* or (AF2): 18.155** 17.157*° 
(2.044) (2.147) 
INST% 0.0214* 0.0230* 
(2.773) (2.930) 
In(MV) 0.3089* — 8.869* 0.3064* — 8.482* 
(5.093) (— 3.776) (4.971) ( — 3.976) 
REG —0.3794* ]1.506* —0.3919* 11.290* 
(— 3.625) (3.398) (— 3.686) (3.504) 
RSQ 0.0161* ` — 0.8041* 0.0173* —0.8097* 
(2.359) (— 5.552) (2.500) (— 5.761) 
VALUE 0.48E-05 — 0.255E-03 0.79E-05 —0.30E-03 
(0.466) (— 0.828) (0.762) (— 1.002) 
VAR —0.0109* —0.0117* 
. (—2.031) (—2.139) 
BETA 6.317 6.564 
(1.538) (1.514) 
INSIDE — 0.3098* — 3.361* 
(2.121) (— 2.157) 


t-values in parentheses 


*indicates rejection of the null-hypothesis that the coefficient is zero, at the 0.05 level using a two-tail test 
{The 3SLS measures of model-fit are generated by the statistics programme Time Series Processor, TSP 
International. These R? values are generated for individual equations within the two-equation model 


framework. 


e Sample: 276 firms from FTSE 100 and Mid 250 indices. 


stock returns (VAR), and for the regulated indus- 
tries dummy (REG). The negative association be- 
tween analyst following and variability of returns 
is consistent with the results of the simultaneous 
equation analysis by O’Brien and Bhushan (1990). 
A negative association suggests that analysts are 
less likely to follow volatile stocks. This may be 
because volatile stocks lead to an increased likeli- 
hood of large forecast errors when analysts are 
predicting future values for stock prices or price- 
based variables. As a result, analysts face an in- 
‘creased probability of making serious misjudg- 
ments when generating buy and sell recom- 
mendations. Such errors may have a detrimental 
impact on an analyst’s reputation. Marston (1997) 
estimates a positive slope for VAR; this difference 
may be due to the different measures used 


for analyst following or the different estimation 
methods, i.e. OLS versus 3SLS. The different signs 
are not due to the measurement of recurns vari- 
ability; both this study and Marston (1997) use the 
standard deviation of returns as reported by the 
LBS Risk Measurement Service. 

The negative slope for the regulated industries 
dummy variable (REG) is an interesting finding. 
It is consistent with the a priori expectation that 
there is less demand for analysis of firms whose 
behaviour is monitored by external bodies or is 
well regulated. The variable takes a value of unity 
for utilities, telecommunications and financials, 
and a value of zero elsewhere. Of course, it may 
be that firms in other sectors also face regulation, 
and that the degree of regulation varies across 
firms. However, the use of this dummy variable 
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would appear to be sufficient to identify a differ- 
ence in the general level of analyst monitoring 
activity between more regulated and less regulated 
firms 


The remaining explanatory variable from equa- 
tion 10 is the annualised value of equity trades 
(VALUE) based on data from the LBS Risk 
Measurement Service. The a priori expectation was 
that analyst following would be greater for firms 
with heavily traded stocks. Although a positive 
slope is estimated for this variable, the t-value is 
not significant at any reasonable probability level. 
Thus, analyst following does not appear to be 
significantly influenced by trading activity. 

Although analyst following (equation 10) is the 
primary issue of concern for this study, the main 
model presented here includes a second equation 
which explains institutional ownership (equation 
11). The results for this equation, also presented 
in Table 2, provide further evidence of the positive 
association between analyst following and institu- 
tional ownership; the slope coefficient for the 
measure of analyst following (mMAF1) is positive 
and significant. The results are similar where 
InAF2 is used as the measure of analyst following. 
There are a number of other interesting findings in 
relation to the model explaining institutional own- 
ership. The slope for the regulated industries 
dummy (REG) is positive and significant. This 
provides support for the suggestion that the exist- 
ence of regulation reduces the demand for moni- 
toring by analysts, and also provides non-expert 
investors (e.g. institutional portfolio managers) 
with a source of important information which sub- 
stitutes for information normally provided by 
analysts. 

There is a significant negative association be- 
tween institutional ownership and the percentage 
of equity owned by insiders (INSIDE).® This sug- 
gests that institutional investors are reluctant to 
invest in firms which are heavily owned by insid- 
ers. Thus, the impact of INSIDE on analyst fol- 
lowing operates through its impact on institutional 
ownership. 

Finally, there is evidence from the negative 
slopes for MMV and RSQ, and the positive 
(though not significant) slope for BETA, that in- 
stitutional investors may prefer smaller and more 
. risky firms. This contrasts with this study’s con- 
clusion that analysts prefer larger and less risky 
firms. There is some linkage here with the US find- 
ings of O’Brien and Bhushan (1990: 75), who con- 
clude that US analysts avoid volatility and that, 
prior to their pre-experimental expectation, insti- 
tutions seem to prefer firms whose risk has in- 
creased. Professionally managed funds differ in 
their risk-return profiles so a tendency for UK in- 


8 Using I(1 + INSIDE) to measure insider ownership does 
not alter the results or conclusions. 
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stitutions to favour smaller and more risky firms 
may simply reflect current investor preferences. In 
addition, it may be that the very largest firms are 
more likely to have substantial holdings by small 
private investors who consider them ‘a safe bet’. 
The results may also be affected by this study’s 
measurement of institutional ownership in percent- 
age terms. Institutional holdings of small firms’ 
stocks are likely to be proportionately higher for 
trading reasons. 

As for analyst following, the results in Table 2 
indicate that trading activity (VALUE) has little 
impact on the institutional ownership of UK firms. 
The reported t-values indicate that the estimated 
slope for VALUE is not significantly different 
from zero at any reasonable probability level. 

The explanatory power of the models—around 
12% for analyst following and 17% for institu- 
tional ownership—suggest opportunities for the 
model system to be improved. However, the gen- 
eral conclusions gleaned from these results, 
including the positive endogenous link between an- 
alyst following and institutional ownership, appear 
robust to a number of sensitivity tests (see Section 
4). 


3.4. A note on OLS estimation of analyst 
following 

One of the main issues addressed by this paper 
is the endogenous determination of both analyst 
following and institutional ownership. Such a 
relationship will cause OLS estimates to be biased 
and could result in misleading conclusions with re- 
gard to the relationship between the two endo- 
genous variables. To investigate this issue, the 
equation for analyst following (equation 10) is re- 
estimated using OLS. The results of the OLS ana- 
lysis are presented in Table 3, together with t-val- 
ues derived from White (1980), standard errors 
which are robust to heteroskedasticity. 

The results in Table 3 are similar to those ob- 
tained using 3SLS, although the slope for the mar- 
ket model R? (RSQ) is no longer significant. How- 
ever, the major difference can be seen in the 
negative slope for institutional ownership 
(INST). The t-values are not large enough to re- 
ject the null-hypothesis at a 0.05 level using a two- 
tail test, but the results suggest that the negative 
slope estimated in Marston (1997) may be, in part, 
the result of simultaneous equation bias in the 
OLS estimates. Of course, Marston’s study uses a 
different measure of analyst following, and this 
too may have influenced the results. 


4. Additional tests and discussion 


In this section, a number of tests are conducted to 
examine the robustness of the results obtained and 
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reported in Section 3. Suggestions for further re- 
search are also given. 


4.1. Using 2SLS estimation 

An alternative approach to estimating simul- 
taneous equation systems is the 2SLS procedure. 
Equations within the system are estimated 
separately using the set of exogenous variables, 
rather than estimating the equations within the 
_ system together. As a result, 2SLS does not take 
account of the ‘other equations’ in the system 
when generating the estimates for an equation. 
However, 3SLS estimation is more sensitive to 
model mis-specification because any errors in 
model specification feed through to the estimates 
for the other equations in the system. If all 
equations are exactly (just) identified? then 2SLS 
and 3SLS methods generate identical estimates 
(Johnston, 1984: 489-490). In the case of the main 
model here, the equation for analyst following is 
over-identified while the equation for institutional 
ownership is exactly identified. In this example, the 
results for the equation of analyst following (10) 
using 2SLS are the same as using 3SLS (reported 
in Table 2). The estimated ‘coefficients for the in- 
stitutional ownership equation (11) will be differ- 
ent, however. The general conclusions from these 
untabulated results are the same as those obtained 
using 3SLS, although the t-values for the positive 
slope coefficient of /n(AF1) and In(AF2) are some- 
what reduced. 


4.2. Alternative measures of institutional 
ownership 

The measure of institutional ownership used in 
the main model is the total percentage of shares 
held by major institutional shareholders (INST). 
An alternative measure of institutional ownership 
is the number of major institutional shareholders 
(NINST). This variable is described in Table 1. 
The variable is discrete and has a range from 0 to 
13, but most observations are clustered around a 
mean of 3.5. The discrete nature of the variable, 
together with the low degree of variability it dis- 
plays, means that it may lack power as an explan- 
atory variable in comparison to INST% and also 
does not possess the characteristics of an ideal de- 
pendent variable. In order to assess the impact of 
this alternative measure of institutional ownership, 
the main model system (equations 10 and 11) is re- 
estimated with NINST replacing INST%. The un- 
tabulated results are not sensitive to the measure 
of institutional ownership and are similar to those 


? In most cases we can say that an equation is exactly iden- 
tified when K-M = G~1, where K is the number of all var- 
iables within the system; M is the number of all variables within 
a particular equation; G is the number of individual equations 
within the model system. If K-M >G-—1, the equation is 
over-identified. 


123 


reported in Table 2. In particular, there remains a 
significant positive association between analyst fol- 
lowing and the new institutional ownership vari- 
able NINST.'° 


4.3. Alternative model specification 

A number of additional model specifications 
were also tested during the development of this re- 
search, which are not reported here. 

e The main model was re-restimated using the 
volume of shares traded (VOL) instead of the 
value of shares traded (VALUE). Both variables 
are described in Table 1. Coefficient signs and 
significance levels remain unchanged by this sub- 
stitution. This is not surprising since the Pearson 
and Spearman correlation coefficients for VALUE 
and VOL are 0.814 and 0.848, respectively. 

e Tests were conducted on models which in- 
cluded trading activity and market value as endo- 
genous variables. However, the results were weak, 
suggesting that any element of endogenous deter- 
mination of these variables is small. 

e The measure of insider ownership (INSIDE) 
is excluded from the equation for analyst following 
(equation 10) in the main model tested here. In- 
clusion of INSIDE in equation 10 means that both 
equation 10 and equation 11 are exactly identified 
and so 3SLS and 2SLS generate identical results. 
The inclusion of INSIDE! in equation 10 does not 
alter the signs of any of the coefficients relative to 
those presented in Table 2. All significant slopes 
for the INST% equation (11) remain significant, 
but t-values are much reduced for the analyst-fol- 
lowing equation (10). These results suggest that the 
importance of insider ownership is in relation to 
its impact on institutional ownership. 


4.4. Further research 

Several avenues appear feasible in relation to the 
future study of analyst following. The develop- 
ment of the theoretical framework within which 
analyst following is determined would appear to 
be one important area for further research. Most 
empirical studies utilise explanatory variables se- 
lected from a set of ‘obvious candidates’. Devel- 
opments of a theoretical framework for the deci- 
sion-making of both individual analysts and 
brokerage houses may provide an additional in- 
sight into the determination of analyst following. 

Empirical developments of this research area 
may include the testing of multiple equation 
system models of analyst following. However, 


scope for the development of such models may be 


10 Using In(1 + NINST) does not improve the explanatory 
power of the models. 

11 The coefficient for INSIDE when added to equation 10 is 
positive, contrary to expectations, but the t-value of 0.293 is 
insignificantly different from zero at any reasonable probability 
level. 
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limited if the number of strong endogenous rela- 
tionships is small. There is also scope for investi- 
gating how analyst following may impact on pric- 
ing efficiency. For example, work by Rajan and 
Servaes (1997) suggests that the underpricing of 
initial public offerings (IPOs) may be influenced by 
analyst following. 

A third approach to the study of analyst follow- 
ing is through interviews and surveys of analysts. 
These can yield valuable insights into the workings 
of financial institutions which may not be detect- 
able through model-based empirical analysis 
alone. In addition, interviews may provide expla- 
nations for relationships which have been identi- 
fied through empirical analyses. Interviews may be 
constructed so as to build upon knowledge gleaned 
from empirical studies. The results of interviews 
and surveys may then be useful in the development 
of future theoretical and empirical models of an- 
alyst following. Of course, one major drawback to 
the use of surveys and interviews is the difficulty 
of gaining access to decision makers. In addition, 
analysts may give evasive answers to questions 
which reveal their specialist techniques or their ig- 
norance. Using empirical analysis, it is possible to 
see what analysts actually do rather than what 
they may say they do. 


5. Conclusion 


This study empirically investigates the determi- 
nants of analyst following among UK Top-350 
companies as of January 1998. Analyst following 
and institutional ownership are modelled as endo- 
genous variables within a two-equation system. 
Using 3SLS estimation, a significant positive 
association is identified between analyst following 
and institutional ownership, which contrasts with 
prior OLS regression-based UK research. In ad- 
dition, the results also suggest that analyst follow- 
ing is greater for larger and less risky firms, mir- 
roring US findings by O’Brien and Bhushan 
(1990). The demand for analysts’ services appears 
to be significantly less for industries where firms’ 
activities are more tightly regulated or prescribed. 
The degree of insider ownership is relevant to the 
issue of analyst following because of its significant 
negative association with institutional ownership. 
Contrary to pre-experimental expectations, this 
study finds no evidence that trading activity signifi- 
cantly influences analyst following or institutional 
ownership. Overall, the results of this study sug- 
gest that the determination of analyst following for 
UK firms should be examined within a framework 
which allows for an endogenous relationship with 
institutional ownership. 
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An empirical evaluation of the 
interpersonal and organisational correlates 
of professionalism in internal auditing 
Timothy J. Fogarty and Lawrence P. Kalbers* 


Abstract—This study was designed to evaluate the extent of professional attitudes in internal auditors and to identify 
their association with mterpersonal and organisational conditions of internal auditing. For these purposes, the 
generic features of internal auditing jobs were used to evaluate how the internal audit function is designed, and 
role stressors were used to capture expectations of role senders. It was hypothesised that job characteristics would 
generally be negatively associated with role stress and positively related to professionalism. Furthermore, role stress 
was hypothesised to be negatively related to professionalism. At a practice level, the results indicate that autonomy, 
feedback, and task significance from the set of job characteristics, and role conflict and role ambiguity from role 
stress, are related to some of the dimensions of professionalism. Only the relationships between role conflict and 
two professionalism dimensions were not in the hypothesised direction. The strongest support for the hypothesised 
relationship between jo> characteristics and role stress was found for skill variety, autonomy, and feedback. All 
were significantly related to all dimensions of role stress. However, skill variety was positively related to each 
dimension of stress. The results indicate that a complex set of work design factors have selective importance for 


creating and maintaining professional attitudes and behaviours of internal auditors. 


1. Introduction 


Internal auditing has achieved recognition as an 
important corporate and societal function in many 
forums. However, the acknowledgement of inter- 
nal auditors as a profession has lagged far behind 
that of public accounting. The achievement of pro- 
fessionalism by internal auditors is an important 
issue to current practitioners, future recruits to the 
occupation, and to those entities that depend on 
the work of internal auditors. It may also bear 
upon the attainment of future performance expec- 
tations by this group. 

Normative arguments about what constitutes a 
profession are not productive (see Cogan, 1955). 
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would like to acknowledge financial support from Arthur An- 
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Email: lkalbers@liu.edu The final version of this paper was ac- 

cepted in August 1999. 


Since this paper proposes an empirical examina- 
tion of the process by which professionalism oc- 
curs, agreement about this term is essential. For 
these purposes, the development of professional 
attitudes and behaviours is posited as a necessary, 
albeit not sufficient, threshold of attaining profes- 
sional status. Whereas the identification of a 
profession, and of professionals, are inter-related is- 
sues, they also are capable of conceptual separa- 
tion (Ritzer, 1973). This research focuses upon the 
second of these issues. In order to achieve profes- 
sional status, an occupation’s member must aspire 
to the attitudes of professionalism before other 
factors can be considered. This paper attempts to 
locate answers about. the professionalisation pro- 
cess within interpersonal and organisational con- 
ditions. This effort is motivated by the fact that 
internal auditing is not a free-standing endeavour, 
but is instead part of its client entity. 

This paper is organised into four sections. The 
first reviews the literature in order to introduce the 
concepts used by the research and to develop spe- 
cific hypotheses. The next two sections describe the 
nature of the empirical study and the results of 
that work. The final section discusses the results 
and their major implications. 
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2. Literature review and hypothesis 
development 


The purpose of this section is to introduce the pro- 
fessionalism construct, as it applies to internal au- 
ditors. The possible correlates of professionalism 
are also developed. 


2.1. Professionalism 

Professional status conveys prestige and privi- 
lege upon members of an occupation. However, 
such a condition cannot be accomplished through 
' the strategic unilateral actions of an occupational 
group. Burrage et al. (1990) develop professional 
status as a historically unique confluence of 
exchange transactions among the state, practition- 
ers, academics, and clients. Such an analysis indi- 
cates the level of complexity involved in approach- 
ing the professional question. 

The issues raised by debates about profession- 
alism are essentially normative and political. How- 
ever, they all pertain to group characteristics and 
group privileges. The present study does not con- 
duct its primary analysis at the group level. In- 
stead, this paper directly addresses the profession- 
alism of individuals in internal auditing. 
Professional attributes at the individual level can 
be considered a necessary, although not sufficient, 
condition for the development of a profession at 
the group level (Burrage et al., 1990). In other 
words, since individuals comprise groups, the 
group’s status may be predicated in part on the 
aggregated tendencies of its individual members. 
Even if the group’s ability to claim and sustain 
professional status transcends the individual level 
of analysis, the attitudes and inspirations of mem- 
bers cannot be ignored. 

The conventional sociological literature has 
evolved a consensus impression of a multi-dimen- 
sional professional model from the perspective of 
the practitioner. In this view, professionals should 
be dedicated to their work. This attribute plays an 
especially critical role for occupations whose social 
contributions are not yet fully appreciated by out- 
siders. Practitioners without a belief in the impor- 
tance of their work will not be successful apostles, 
nor can they expect those less familiar with their 
contributions to value them more. Second, profes- 
sionals are expected to commit their service to the 
welfare of society, even when such necessitates 
compromise of personal gain opportunities. 
Goode (1957) specifies that practice in deference 
to social welfare is the necessary exchange for the 
confirmation of monopoly privilege. Third, pro- 
fessionals should support their vocational auton- 
omy. Since professional status implies the exclusive 
rights to some action, practitioners should assert 
the righteousness of this division of labour. They 
should oppose any threat that would constrain 
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their discretion and supervene their judgement per- 
taining to their work. A fourth characteristic of the 
professional mind-set involves support for self-reg- 
ulation. If practitioners believe themselves in a su- 
perior position regarding the knowledge invoked 
in the work, they should also advocate the suspen- 
sion of lay judgement pertaining to its adequacy. 
Finally, professionals should develop primary con- 
tact and involvement with other professionals. Pro- 
fessions are communities in which a shared set of 
values are developed and nurtured. This dictates 
that people who adopt professionalism will seek 
the association of similarly situated others more 
than will members of non-professional occu- 
pations. 

The application of the classic professional model 
to internal auditors presents an empirical issue. 
What these individuals believe remains unknown 
despite constant advocacy of increased profession- 
alism and reports of occupational progress toward 
professionalism (see, for example, Wilson and 
Wood, 1988; Chambers et al., 1987). However, the 
application of this professional model to internal 
auditing may be imperfect. The above character- 
istics, collectively referred to as professionalism, 
were developed from practitioners of occupations 
that have achieved broad and long-lived recogni- 
tion of their professional status. Although each oc- 
cupation has its own idiosyncracies and historical 
context, this model of professionalism provides an 
initial means of ascertaining an important intra- 
occupational state. More attention to the unique 
situation of internal auditors will be related in the 
choice of correlates for the professionalisation 
process. 


2.2. Role-based correlations 

Professions exist by virtue of the expectations 
that are made upon certain individuals and the 
relative freedom that they are given to perform. 
Because the tradition of the free-standing profes- 
sional or professional organisation prevailed, this 
never had to be explicitly considered. Contractual 
relationships defined professional performance. 
However, when organisations subsume whole pro- 
fessions, the conditions under which professions 
can operate is structurally mediated (see Hopper, 
1980). 

The interpersonal aspects of work centre around 
the conception of organisations as situated roles 
(see Katz and Kahn, 1966). Roles imply a set of 
expectations for behaviour which are imperfectly 
communicated and potentially dysfunctional (see 
Kahn et al., 1964). This condition, sometimes la-' 
belled role stressors, can be analytically divided 
into issues of clarity (role ambiguity), inconsis- 
tency (role conflict), and magnitude (role 
overload). 
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A vast literature has linked these conditions to 
a large set of work experience outcomes (see re- 
views by Schuler and Jackson, 1985; Fisher and 
Gitelson, 1983; and van Sell et al., 1981). The ex- 
pectation that role stressors will also be related to 
professionalism for internal auditing finds its basis 
in conflicts between professional and organisa- 
tional norms (see Chambers, 1995; Chambers et 
al., 1987; Barber, 1963), the high degrees of un- 
‘certainty in professional endeavors (see Lortie, 
1975), and the heavy work loads typically imposed 
upon professionals (see Cullen, 1978). Wade 
(1967) expected role strain to undermine the 
development of professional norms. In a similar 
tradition, the professional is seen to be torn be- 
tween local (i.e. organisational) and cosmopolitan 
orientations (Gouldner, 1957; Goldberg, 1976). 

The nature of professionalism is itself rooted in 
tension and strain. Professionals often experience 
conflicting senses of duty (see Dyckman, 1974; Co- 
gan, 1955). Conflict sometimes reflects client status 
(Abbott, 1988) and entails certain degrees of 
pressure to abandon professional goals (Barber, 
1963). In organisations, non-professionals in the 
chain of command may present this dilemma. 
However formulated, the expectations of all role 
senders should not be assumed to be consistent. 

Another dimension of orienting professionalism 
toward critical external party perceptions involves 
the performance contingencies in a more direct 
way. Professionalism entails a certain degree of de- 
cision-making, but in a way that is not exclusively 
technical (Paton, 1971). Nonetheless, excessive in- 
determinacy in the work may interfere with the 
emergence of professional authority (Beckman, 
1990). External parties must provide sufficient 
contours for the work of professionals, especially 
when contextualised by a common organisational 
agenda. 

Professionalism makes heavy demands upon its 
adherents. Special talents brought to bear in situ- 
ations of great importance can be personally in- 
vigorating. However, in certain magnitudes, these 
demands can be crushing. Part of the problem is 
an organisational unawareness of the extra burden 
carried by individuals with joint responsibilities to 
organisation and profession. 

Although role stressors are generally conceived 
as deleterious irritants which forestall the develop- 
ment of positive work outcomes (e.g., Regoli and 
Poole, 1980), their impact upon professionalism is 
made less certain by the expectation of practition- 
ers of inherent levels of uncertainty, friction, and 
. preoccupation. Furthermore, role stressors can be 
managed by professionals through the embracing 
of selective aspects of their roles (Corwin, 1961; 
Barber, 1963). 

Despite some inituitive recognition that role 
stress and professionalism are intertwined for in- 
ternal auditors (see Sawyer, 1991; Kasel and De- 
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youb, 1983), no previous empirical evidence clari- 
fies this important relationship. However, Wilson 
and Wood (1988), in an exhaustive study of inter- 
nal auditing, identify role stressors as very conse- 
quential and a pervasive phenomenon. If profes- 
sionalism is consistent with other outcomes such 
as job satisfaction, organisational commitment 
and turnover intentions (see Kalbers and Fogarty, 
1995), a large body of work on public and 
Management accountants supports the belief that 
role stressors have negative consequences (see 
Strawser et al., 1982; Senatra, 1980; Collins and 
Killough, 1992). Following the studies closest to 
the internal auditing context, the first hypothesis 
may be stated as: 


H,: Internal auditors reporting high levels of 
role stressors will report low levels of the di- 
mensions of professionalism. 


This hypothesis will necessitate a preliminary ex- 
plication of the dimensionality of the role stressors 
(see Netemeyer et al., 1990; McGee et al., 1989) 
for internal auditors. Following this inquiry into 
the nature of role stressors, the test of this hypo- 
thesis will assess the extent to which the dimen- 
sions of professionalism are products of the inter- 
personal dynamics of role expectation trans- 
mission. Thus configured, this hypothesis attempts 
to bridge the intra-organisational literature on role 
stress with the largely inter-organisational litera- 
ture on professionalism. 


2.3. Work-based correlations 

Professionals who are autonomous from their 
clients are free to organise as best they can in order 
to deliver quality service. Those that exist wholly 
within their client organisations do not have this 
freedom. They instead possess job descriptions 
that are not always dictated by professional con- 
siderations. For such occupations, a closer exam- 
ination of these contours is appropriate. 

The job characteristics model (Hackman and 
Lawler, 1971) proffers the existence of a set of ge- 
neric attributes of work for the purpose of explain- 
ing work outcomes. Positions within organisations 
possess varying degrees of skill variety, autonomy, 
feedback, task significance, and task identity. A 
large corpus of research has linked these attributes 
with a wide set of positive outcomes (see reviews 
by Fried and Farris, 1987; Loher et al., 1985; Grif- 
fin, 1982; Cummings, 1982). In this light (see Kal- 
bers and Fogarty, 1995), the elements of job design 
which determine the expression of the job char- 
acteristics should influence the degree of profes- 
sionalism experienced. 

The opportunity for job experienced autonomy 
is expected to be the most prominent element (see 
Bishop, 1977; Meiksins and Watson, 1989; Bullard 
and Snizek, 1986). Autonomy creates deference 
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and, ceteris paribus, makes the professional more 
crucial to the client’s purpose (Freidson, 1986). 
Antithetically, loss of autonomy tends to be as- 
sociated with deprofessionalisation (Toren, 1975). 
In fact, the standards for internal auditors require 
that they not subordinate their audit judgement to 
others (Institute of Internal Auditors, 1978, p. 14). 
However, bureaucratic control such as is exerted 
within corporations makes a full sense of auton- 
omy for individual practitioners difficult to 
imagine. 

Although evidence is scarce, those who experi- 
ence the opportunity to use a broad set of skills 
pertaining to an identifiable and socially important 
subject matter would appear more likely to 
develop or maintain professional attitudes. Prob- 
lems given to professions tend to be multi- 
dimensional and highly dependent upon the ability 
to invoke a complex knowledge base (Armstrong, 
1985). The type of expertise that develops adheres 
to the role occupant rather than to the position if 
it is sufficiently diffuse (Montagna, 1974; Beck- 
man, 1990). However, professions may be less de- 
pendent upon feedback since they are precondi- 
tioned by their training to absorb uncertainty (see 
Fox, 1957). 

The importance of the task given to a profession 
is consequential in the status that it promises. 
Work that is important should not only be highly 
rewarded but should also convey to its doer im- 
portant psyche rewards. For these purposes, the 
social significance of work changes over time (To- 
ren, 1975), partially in response to changes in ec- 
onomic organisation (Johnson, 1977). A similar 
dynamic may link the perceived importance of an 
individual’s work with potential for the emergence 
of professional attitudes. Ample intuitive links 
connect the descriptions of work contained by the 
job characteristics model and the professionalism 
prototype of professional attitudes and beliefs. 
More formal courses and programs in internal au- 
diting have been added to the accounting curric- 
ulums in some colleges and universities in recent 
years, most notably in the UK and US. However, 
to date, most practising internal auditors have not 
come through that process (Chambers et al., 1987; 
Foster and Greenawalt, 1995). Therefore, given 
the relative brevity of their formal training, and 
the organisationally delimited approach to the 
work, the extent internal auditors with profes- 
sional-like parameters in their work may develop 
a set of corresponding normative attitudes remains 
uncertain. 


H: Internal auditors who perceive higher de- 
grees of job characteristics will report higher 
levels of the dimensions of professionalism. 
Again, the dimensionality of the job character- 
istics model for internal auditors might depart 
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from a priori expectations (see Dunham, 1977; 
Fried and Farris, 1987) and must be considered 
prior to the test of hypotheses. The central point 
remains, however, that professionalism should be 
structurally approached for the internal auditing 
occupation. 


2.4. Intercorrelation effects 

` Beyond the identification of different correlates 
of professionalism in internal auditing (i.e., Hy- 
potheses 1 and 2) lies the construction of an inte- 
grated view of professionalism. Since role-based 
and work-based elements occur simultaneously, 
how they combine to shape professionalism re- 
quires treatments beyond the less integrative ap- 
proaches offered by the previous single theory 
hypotheses. 

Several studies have examined the relationship 
between job characteristics and role stress varia- 
bles. None of these studies have involved internal 
auditors, and therefore their guidance can only be 
general. Recognition of the relevance of job attrib- 
utes for role stress extends back to the earliest 
systematic treatments of role dimensions in organ- 
isations (Kahn et al., 1964; Katz and Kahn, 1966). 
However, these sources failed to provide any 
empirical evidence on the nature of this 
relationship. 

Schuler (1977) reasoned that role stress relates 
to the nature of the task and the position of the 
task in the organisation. Different jobs in varying 
settings make different job characteristics more or 
less likely to produce conflict, ambiguity, and 
overload (Evans et al., 1979). However, most of 
the findings in this area of research involve less 
than the full set of job characteristics. Most of the 
attention has been directed at feedback. Knowl- 
edge of the success of past results mitigates uncer- 
tainty about future role performance. Therefore, 
high feedback will be associated with. low stress. 
This has been shown in several studies, including 
Solomon (1986) and Fry and Hellriegal (1987), 
and Singh (1998). Moch et al. (1979) demonstrate 
the importance of feedback beyond its specific tar- 
get. Individuals lower in the chain of command 
experience lower role stress when more feedback is 
provided by superiors. Some studies note that 
feedback correlates only with role ambiguity. Oli- 
ver and Brief (1977), using path analysis, found the 
relationship between feedback and role ambiguity 
to be much stronger than the feedback-conflict 
relationship. Similarly, Bamber et al. (1989) found 
that communication adequacy reduced role 
ambiguity. 7 

Other job characteristics have also been related 
to role stressors. Singh (1998) found higher levels 
of autonomy to be related to lower levels of role 
ambiguity, role conflict, and role overload. If au- 
tonomy is captured by the concept of personal 
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control, Fry and Hellreigal (1987) and Oliver and 
Brief (1977) can be interpreted as Hnking it to 
lower role stress. In both of these studies, role con- 
flict 1s the stronger role stress correlate. Senatra 
(1980) and Bamber et al. (1989) found that ade- 
quacy of authority reduced role conflict. However, 
Bartol (1979) failed to find a significant relation- 
ship between autonomy and role stress. Likewise, 
Bamber et al. (1989) found that task variety was 
unrelated to role stress. 

Sufficient evidence exists to support a relation- 
ship between several job attributes and levels of 
role stress. Insufficient autonomy evidently creates 
additional conflict and ambiguity. Likewise, dys- 
functional feedback appears to be associated with 
all the forms of role stress. Prior literature suggests 
the a priori exogenous treatment of the job attrib- 
utes. This perspective, wherein generic job features 
delimit and constrain role-based variables, is much 
more reasonable than the converse (see Oldham 
and Hackman, 1980). Role-based constructs 
should be more proximate to emergent perceptions 
of professionalism than organisational factors. Pei 
and Davis (1989), studying the commitment of in- 
ternal auditors, found that role stress was more 
proximate than organisational structure. 

Based on the above reasoning, the following fi- 
nal hypothesis is needed to link the unique ele- 
ments of the first two hypotheses and thereby 
round out our approach to professionalism: 


H, Internal auditors who perceive higher lev- 
els of job characteristics will perceive lower 
levels of role stressors. 


Figure 1 provides a recapitulation of the hy- 
potheses, including an explicit labeling of the ex- 
pected dimensions for job characteristics, role 
stressors, and professionalism. Job characteristics 
are hypothesised as antecedents to role stress. The 
argument that job characteristics and role stress 
are necessarily antecedents to professionalism is 
less convincing. In practice, it is more likely that 
there is an association over time among the di- 
mensions of professional and other components of 
the model in Figure 1. With the understanding 
that the direction of causality implied by the model 
as drawn is debatable, the strength of the relation- 
ships can nevertheless be examined. If empirical 
support for all these dimensions exists, a large 
number of separate relationships is possible. The 
exploratory nature of this work makes it necessary 
to risk the likelihood that many will prove not 
significant. The three hypotheses provide a means 
to evaluate the classic conception of professional- 
ism for a group whose practice is subsumed by 
corporate organisations not primarily concerned 
with furthering professional claims, but intent on 
using their contributions. 
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3. The stady 


Data were collected from internal auditors em- 
ployed in organisations headquartered in the mid- 
west region of the US. In total, 498 questionnaires 
were distributed to internal auditors employed by 
13 organisations. The sampling frame was de- 
signed to ensure a broad base of respondents and 
to mitigate any idiosyncratic aspects of internal 
auditing practice within individual organisations. 

Where possible, previously validated instrumen- 
tation was used. However, the concern with valid- 
ity had to be balanced with the necessity of cap- 
turing the unique aspects of the internal auditing 
context. The specific sources of items for the re- 
search were: 

1. Professionalism: 20 items from Hall (1968). 

2. Role conflict/ambiguity: 10 items from Rizzo 
et al. (1970). 

3. Role overload: five self-designed items. 

4. Job characteristics: 11 items from Hackman 

and Oldham (1975). 
Validation information for the established scales 
can be found in Snizek (1972) and Morrow and 
Goetz (1988) [professionalism], Kelloway and Bar- 
ling (1990) [role stress], and Pierce et al. (1986) [job 
characteristics]. Table 1 contains the items used to 
measure professionalism. 

Structural equation models (SEMs) were used as 
the primary method of data analysis (LISREL, Jó- 
reskog and Sorbum, 1989; AMOS, Arbuckle, 
1997). SEMs techniques minimise the confounding 
of structural and measurement parameters by 
carefully distinguishing between latent constructs 
and measured variables. This makes it particularly 
suitable for the analysis of non-experimenta] ob- 
servations (see Joreskog, 1978; Kuveri and Speed, 
1982; Miller et al., 1988). This is accomplished by 
providing an explicit consideration of measure- 
ment error. Insofar as these techniques require a 
precise expression of all the expected relationships 
among theoretical constructs, there can be fewer 
implicit assumptions and less selectivity among 
hypotheses. 

SEMs typically assess the hypothesised model 
through a maximum likelihood procedure that 
compares the correlation matrices of the con- 
strained model to the observed, unconstrained set 
of relationships, using various criteria values. Al- 
though there is no one agreed-upon standard by 
which to judge the fit of a model, commonly ac- 
cepted guidelines exist for several types of fit sta- 
tistics (see, for example, Gerbing and Anderson, 
1993). These differences are expressed in terms of 
a residual matrix that can be summarised with a 
variety of fit statistics such as the Goodness of Fit 
(GFT), the Comparative Fit Index (CFD, and the 
Incremental Fit Index (IFI), each of which are 
slightly different calculations of fit. Although bet- 
ter fit is indicated by results closer to 1.00 for all 
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| Figure 1 
The hypothesised model of correlates of professionalism 
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Role stress: 
Role ambiguity 
Role conflict 
Role overload 


Job characteristics: 
Skill variety 
Experienced autonomy | 
Feedback 
Task significance 
Task identity 


of these, only rules of thumb exist for ascertaining 
absolute fit. The procedure, however, is not invari- 
ant of sample size, tending to reject models with 
small residuals when sample size is large (Hughes 
et al, 1986). Furthermore, unless poor-fitting 
Items are culled in preliminary screening proce- 
dures, fit will appear lower than conventional 
thresholds. Therefore SEMs are more often used 
to compare alternative nested versions of hypoth- 
esised models. 

Although there are several means of conducting 
this comparison (Bentler and Bonett, 1980), one of 
the more intuitively pleasing is the chi-square dif- 
ference distributed over the difference of the 
relative degrees of freedom. This procedure, which 
can be called a chi-square ratio test (CSR), pro- 
vides a measure of change in chi-square per degree 
of freedom for the assessment of a specified 
increase or decrease in the number of model par- 
ameters, thus contributing to its ability to test hy- 
potheses adequately (Hayduk, 1987). Typically, a 
hypothesised set of relations serves as the full 
model. From this, paths among variables found 
individually not significant are ‘trimmed’. This 
trimming, in turn, produces a nested alternative 
that is a more parsimonious expression of the im- 
portant relations in the model. More technical de- 
scriptions of SEM applications in the accounting 
literature include Lambert and Larcker (1987) and 
Lanen and Larcker (1992). 

A different approach to model fit is the use of 
population discrepancy. The root mean square er- 


Professionalism: N 
Community affiliation W 
Belief in self-regulation § 

Dedication 
Social responsibility , 
Autonomy demands 4 





ror of approximation (RMSEA) provides a 
measure of the discrepancy per degree of freedom. 
Browne and Cudeck (1993) believe that ‘a value of 
the RMSEA of about 0.05 or less would indicate 
a close fit of the model in relation to the degrees 
of freedom’, but a value in excess of 0.1 indicates 
a poor-fitting model. 

The SEMs methodology and the detailed instru- 
ments used for the measure of all the variables en- 
able the explicit consideration of measurement er- 
ror. Rather than make the conventional 
assumption that the construct is captured perfectly 
by the measurement, this association is treated as 
an empirical matter. Re-examination of data by 
relaxing the assumption of perfect measurement is 
capable of altering the substantive conclusions of 
research that assumed no measurement error (Wil- 
liams and Hazer, 1986; Gregson, 1992). 


4. Results 


A complete set of data for the observed items was 
obtained from 417 internal auditors. This repre- 
sented a 83.7% response rate, which compares 
favourably with all other known studies of this oc- 
cupational group. No response bias could be de- 
tected using the conventional technique of com- 
paring early and late respondents (see n, 
1966). 

Before testing the proposed hypotheses within 
the model as a whole, standard reliability measures 
and confirmatory factor analysis were used to 
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Table 1 
Professionalism items 


Community affiliation 
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e I subscribe to, and systematically read, internal auditing journals and other professional publications. 
e I regularly attend and participate in meetings of the local chapter of the Institute of Internal Auditors. 
e I often engage in the interchange of ideas with internal auditors from other organisations. 

e I believe that more internal auditors should support the Institute of Internal Auditors. 


Belief in self-regulation 


e Standards for the professional behaviour of internal auditors are not equally applicable to all 


organisations. 


e Internal auditors have no reliable way of judging each other’s competence. 
e The Institute of Internal Auditors should have the power to enforce standards of conduct for internal 


auditors.* 


e One internal auditor is a better judge of another internal auditor than a non-internal supervisor would be* 


Dedication to the profession 


e I am gratified when I see the dedication of my fellow internal auditors. 

e It is encouraging to see an internal auditor that is idealistic about his or her work. 

e It is difficult to be enthusiastic about the kind of work that I do. 

e I would stay in internal auditing even if I had to take a slight pay cut in order to do so. 


Responsibility to society. 


e Internal auditing is essential to the welfare of society. 
.e The importance of internal auditing is sometimes overstated. 
e Not enough people realise how vital internal auditing is. 
e Any weakening of the role or independence of internal auditing would be harmful to the public. 


Autonomy demands 


e Internal auditors ought to be given the opportunity to make decisions about what is to be audited. 
e The judgment of an experienced internal auditor should not normally be second-guessed by his or her 


supervisor.“ 


e The conclusions made by interna] auditors are rightly subject to detailed review by their supervisor.* 
ə Internal audit staff should be allowed to make significant audit decisions without the intervention of those 


outside of the department. 


*These items did not adequately load on the related construct and were deleted for purposes of empirical 


analyses of hypotheses. 


evaluate the structure of the job characteristics, 
roles stress, and professionalism in internal audit- 
ing. In this process, two items were dropped from 
both the professionalism constructs of belief in 
self-regulation and autonomy demands. These two 
professionalism constructs still exhibited the low- 
est reliability coefficients. However, the results of 
confirmatory factor analysis support the a priori 
five-factor model of professionalism, the three-fac- 
tor model of role stress, and the five a priori job 
characteristics. Therefore, these conditions did not 
force departure from the conclusion that the hy- 
potheses testing could be conducted in conformity 
with the Figure 1 a priori depiction of the latent 
‘variables. Table 2 presents descriptive statistics 
and reliability coefficients for all constructs. 


4.1, Test of hypotheses 

AMOS was used to conduct the empirical tests 
of the relationships among job characteristics, role 
stress, and professionalism. The results are sum- 
marised in Figure 2. This depiction represents the 
culmination of a process that left only statistically 
significant individual relationships while still pro- 
viding adequate fit statistics for the model as a 
whole. ! | 


1 Results may be sensitive to measurement error of individual 
constructs, model specification, and the resulting overall model 
fit. RMSEA and the chi-square ratio for the model disclosed 
in Figure 2 are well within rules of thumb for good-fitting mod- 
els. The other fit indices presented in Figure 2 are somewhat 
less than 0.90, a common rule of thumb target for those meas- 


A 2 ` 
A . 4 I g 


132 


Table 2 : 
Descriptive statistics and reliabilities of constructs 


Construct 


Skill variety 
Autonomy 

Feedback 

Task significance 
Task identity 

Role ambiguity 

Role conflict 

Role overload 
Community affiliation 
Belief in self-regulation 
Dedication 

Social responsibility 
Autonomy demands 


No. of items 


Nh T t2 RUM Q tS wb bd bo 


A negative relationship was expected between 
role stress and professionalism in Hypothesis 1. In 
total, only three of the possible 15 relationships 
between the three factors of role stress and the five 
dimensions of professionalism are significant 
(p<.01). Only one of these significant effects is in 
a direction consistent with the expectation that 
role stress is antithetical to professionalism. Role 
ambiguity is significantly and negatively related to 
the dedication dimension of professionalism. How- 
ever, higher role conflict is associated with higher 
community affiliation and with the autonomy de- 
mands of the occupation. Role overload fails to be 
related to any of the elements of internal auditor 
professionalism. 

Hypothesis 1 must be rejected. Only the 
relationship between role ambiguity and dedica- 
tion fit Hypothesis 1. Here the evidence suggests 
that the lack of clarity in expectations is associated 
with the low development of professional 
dedication. 

Since the empirical exploration of job charac- 
teristics supported the five a priori characteristics, 
Hypothesis 2 involves the possibility of 25 signifi- 
cant effects upon professionalism. Figure 2 iden- 
tifies the seven relationships that prove significant 
(p<.01). Autonomy, feedback, and task signifi- 
cance are each associated with at least two profes- 
sionalism constructs, all in the hypothesised direc- 


ures. To test the robustness of the results of the model pre- 
sented in Figure 2 and discussed in the remainder of this sec- 
tion, the model was also run after eliminating the two 
constructs with the lowest reliability presented in Table 2 (belief 
in self-regulation and autonomy demands). Results provided 
modest improvement in all fit measures (GFI= 0.884, 
AGFI= 0.865, CFI=0.885, IFI=0.887, RMSEA = 0.040, and 
chi-square ratio=1.67). More importantly, there were no 
measurable changes in the direction, magnitude, or statistical 
significance of the other relationships in the model. 
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Reliability 


tion. Two dimensions of job characteristics, skill 
variety and task identity, are unrelated in any 
direct way to aspects of professionalism. 

Autonomy demonstrated the strongest relation- 
ship to professionalism. Those internal auditors 
with higher levels of job autonomy were more 
likely to demand autonomy for their profession, to 
associate with other internal auditors outside of 
their organisation, nd to be dedicated to their 
profession. Feedback and task significance were 
each positively associated with two professional- 
ism dimensions. The greater the feedback available 
in the internal audit position, the more likely an 
internal auditor was to report a higher level of 
activity in the internal auditing community and to 
espouse the belief that internal auditing should be 
self-regulating. Furthermore, the more significance 
individuals saw in their jobs, the more likely they 
were to ascribe societal responsibility to the inter- 
nal auditing profession and the more they reported 
dedication to that calling. | 

In sum, Hypothesis 2 received partial support. 
The importance of job characteristics for the 
development of professionali positions among in- 
ternal auditors is selective, rather than universal. 
This result may also be partially explained by the 
intervening nature of role stress. 

Hypothesis 3 suggests that job characteristics 
are mediated through the interposition of role- 
stress. There are 15 possible effects between job 
characteristics and role stress. Figure 2 shows that 
nine of these associations merit retention in the 
best model (p<.01, one relationship at p<.05). 
Task significance and task identity were not asso- 
ciated with any type of role stress. Feedback and 
autonomy both were related to ail three types of 
role stress in the hypathesised direction. These two 
job components are evidently key to reducing 
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Figure 2 
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The empirically derived model of correlates of professionalism 





Positive association 
ae ee Z Negative association 






Autonomy 
demands 





All relationships are significant 'at p<0.01, unless specified 
GFI=0.868; AGFI=0.848; CFI= 0.856; IF1= 0.858; RMSEA = 0.042; y,= 1355.958; df= 788; chi-square 


ratio = 1.72 


stress levels for internal audit professionals. How- 
ever, higher skill variety was significantly related 
to higher (rather than lower) role stress across all 
three stress dimensions. Expanded responsibilities 
may open new areas of stress for internal auditors. 
Hypothesis 3 should be partially accepted and par- 
tially rejected. 


5. Discussion 

Rather than accept the demands for professional 
status often proposed in the practitioner literature, 
this paper has investigated the structure of beliefs 
held by internal auditors. This involved an assess- 


ment of internal auditors against a general model 
of professionalism. Further, this study investigated 


the relationships among job characteristics, role 
stressors, and professionalism. 

Three of the five job characteristics studied in 
this research are associated with internal auditor 
professionalism. Consistent with the concept of in- 
dependence, the hallmark of auditors, most pro- 
nounced is the effect of job autonomy. Increased 
autonomy is highly associated with professional 
attitudes related to the control of the auditors’ 
work within the organisation (autonomy de- 
mands), across organisations (belief in self-regu- 
lation), and engagement in the activities of the 
profession and other professionals (community af- 
filiation). Feedback from others seems to 
encourage affiliation with the profession (com- 
munity affiliation) and its regulation (belief in self- 
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regulation). Those auditors who believe in the 
significance of their work were more enthusiastic 
about their profession (dedication) and the contri- 
bution of their efforts to the broader objectives of 
internal auditing (social responsibility). These ef- 
fects indicate that the actual work done is not at 
odds with more macro-level attitudes and 
orientations. 

The role stressors variables demonstrated only 
selective effects on internal auditor professional- 
ism. In general, the results do not support a belief 
that role stressors: deter the development of pro- 
fessionalism. In fact, experienced role conflict leads 
to stronger attitudinal and behavioural profes- 
sional consequences. Internal auditors with higher 
levels of role conflict believe in higher levels of au- 
tonomy of their work and seek out professionals 
to support them. However, the lack of clarity in 
role expectations does have a negative conse- 
quence. Internal auditors reporting high role am- 
biguity tend to be less dedicated to their profes- 
sion. Lacking specified knowledge about how to 
perform well erodes the desire to do so. 

The absence of any relevance from the role over- 
load variable was somewhat surprising. The work 
loads for this occupational group may be within 
reasonable ranges so that professionalism dimen- 
sions are not affected. Alternatively, internal au- 
ditors may be effectively coping with the high de- 
mands of their responsibilities. Since internal 
auditors do not have specific operational respon- 
sibilities, they may also have more flexibility to ad- 
just their work loads on an ongoing basis. 


5.1. Implications and limitations of the results 

These research results indicate the futility of 
statements that do not address the detail of the 
dimension indicated by this analysis. For example, 
broad statements about internal auditor ‘profes- 
sionalism’ disguise the unique correlates for dis- 
tinctly different elements of that construct. Like- 
wise, ‘role stress’ and ‘job characteristics’ tend to 
be poorly differentiated aggregates in the absence 
of more specific analysis. 

The results have clear action directives for or- 
ganisations concerned with the inculcation of in- 
ternal auditor professionalism. Providing internal 
auditors with autonomy to perform their work and 
related feedback about job performance are per- 
haps the most important parts of what organisa- 
tions can do. Autonomy and feedback have the 
most pervasive direct and indirect influence upon 
professionalism. A more general attempt to enrich 
the jobs of internal auditors also will have some 
rewards in terms of increasing professional atti- 
tudes. Firms should be attentive to the level of 
clarity of expectations that internal auditors face. 
However, organisations should also be aware that 
internal auditing inherently involves role conflict. 
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Efforts to eliminate role conflict may deny internal 
auditors the very essence of their roles in the 
organisations. 

The focus on the interpersonal level of analysis 
for the antecedents of professionalism can be seen 
as complementry to the vigorous attention that has 
been given to the organisational level design of the 
internal audit function. Perhaps the largest change 
that has occurred in the last 20 years in this area 
involves creating a greater organisational auton- 
omy for internal auditing, primarily by altering the 
level to which internal auditing reports (IIA, Sec- 
tion 110, 1978). While these changes make internal 
auditing more credible to policy makers, external 
auditors, and would-be regulators (see, e.g., 
COSO, 1992, Cadbury Committee, 1992, 1994; 
AICPA, SAS 65, 1991; Treadway Commission, 
1987), they are only valuable if they spawn the 
network of beliefs and attitudes traditionally as- 
sociated with professionalism within internal au- 
diting. Now that most larger organisations have 
adopted the recommended organisational struc- 
tures (see Schiff, 1991), attention should be turned 
to the interpersonal levels where audits are 
organised and performed. 

Interpersonal conditions, such as those sub- 
sumed by role stress and generic job characteris- 
tics, may not be as important to other professions 
as they are to internal auditors. Occupational en- 
deavours more steeped in formal education and 
ideal types popularised in the media may involve 
more a priori professionalism. This vacuum tends 
to be filled by organisational conditions, such as 
role stress and job design. 

A potential limitation of this research is the level 
of achieved measurement reliability and validity 
and the structured model fit. Although reliability 
measures for individual constructs and fit meas- 
ures for the model were generally good, some 
measures are somewhat lower than desirable. Sup- 
plementary analysis of the model that eliminated 
the two measures with the lowest reliability pro- 
vides support for the robustness of results. How- 
ever, further empirical work to substantiate the re- 
lationships found in this research would be useful. 

The present research does not reach the issue of 
how internal auditor professionalism changes over 
time and is either nurtured or suppressed by the 
organisation. By relating professionalism to role 
expectations and the generic feature of work de- 
sign, this research indicates that changes in the or- 
ganisation may lead to changes in individual 
attitudes. 

The treatment of internal auditor professional- 
ism in this paper provides another perspective on 
the recent controversial trend toward the outsourc- 
ing of the internal auditing function to external 
auditors (see, for example, Cheney, 1996; Ver- 
schoor, 1996; Barr, 1995; Hodgson and Puschaver, 
1995). Role-based and work-based conditions for 
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auditors may differ between those employed by the 
organisation and those employed by others, even 
when the work and objectives may be similar. Fur- 
ther, the notion of professionalism and profes- 
sional allegiance for such auditors may necessarily 
be less delineated. 

Future research should endeavour to separate 
the relative contributions of the sets of attributes 
considered in this research. For these purposes, it 
may be useful to concentrate upon the specific el- 
ements of the job characteristics model and of role 
stress found more important by this exploratory 
attempt. This may also facilitate the superior con- 
textualising of professionalism with a larger set of 
behavioural outcomes such as turnover, satisfac- 
tion, and commitment. Such an approach will shed 
light on the rewards of professional attitudes for 
the individual and the organisation. 
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Just-in-time manufacturing, management 
accounting systems and profitability 


Lokman Mia* 


Abstract—Managers working in just-in-time manufacturing environments have little or no slack resources available 
to them to cushion against the difficulties caused by defective raw materials, production errors, irregular supply 
and demand schedules or to mask inefficiencies (Griffin and Harrell, 1991). This makes the performance-related 
information provided by management accounting systems critical in such environments. This paper reports the 
results of a study that empirically tested the above statement. It was done by evaluating the impact of adoption of 
just-in-time manufacturing (JIT) and the information provided by the management accounting system on organi- 
sational performance (profitability). Data for the study were collected through personal interviews with financial 
controllers of 55 organisations located in Australia. Of these organisations, 28 adopted JIT at least three years prior 
to the study and the rest were non-adopters at the time of the study. The results suggest that the JIT adopter 
organisations with high (low) provision of the information earn high (low) profit. The study supports the argument 


that adoption of JIT and provision of the information together can assist an organisation in improving its 


profitability. 


1. Introduction 


The literature provides an array of alternative def- 
initions for just-in-time manufacturing (JIT), and 
in many cases these definitions are confusing. Af- 
ter reviewing the literature, Cowton and Vail 
(1994, p. 427), for example, conclude: ‘It has been 
widely explained and discussed, yet there still per- 
sists confusion over its definition and a surprising 
diversity in the practices which go under its name’. 
For the purposes of this study, JIT is viewed as a 
system under which the goods in one stage of the 
production-sales cycle are completed just prior to 
being needed at the next stage; it focuses on the 
minimisation of activities or use of resources which 
do not add value to products (Gordon, 1997). 

As implementation of JIT minimises slack re- 
sources,! managers operating in JIT environments 


*The author is Professor of Accounting, Griffith University. 
He is grateful to S. Ansari, L. A. Gordon, K. Peasnell and T. 
Mia for their suggestions in improving the paper. The author 
appreciates comments by A. Bhimani, A. Dunk, M. Ezzamel, 
T. Hopper, E. Iselin, R. Ma, D. Otley, R. Scapens and I. Zim- 
mer for their constructive comments on earlier drafts of the 
paper. Comments by the workshop participants at the 1995 
AAA Annual Meeting, at the Universities of Glasgow, Man- 
chester, Maryland, Melbourne, Queensland, Western Sydney, 
Lancaster and Griffith are acknowledged. The helpful com- 
ments by the two anonymous reviewers on earlier drafts of the 
paper are acknowledged. The research was funded by Griffith 
University. Correspondence should be addressed to Professor 
Mia at Gold Coast Campus, Griffith University, PMB 50, Gold 
Coast Mail Centre, Queensland 9726, Australia. This paper was 
accepted in April 1999. 

l Slack resources may be defined in terms of overstated re- 
quirements (Schiff and Lewin, 1970; Young, 1985). For this 


do not have a buffer against the difficulties caused 
by defective raw materials, production errors, 
irregular supply and demand schedules, and con- 
sequently they are unable to mask inefficiencies 
(Daniel and Reitsperger, 1991; Gordon, 1997). 
Selto et al., (1995) argue that tasks in JIT environ- 
ments are highly interdependent; each succeeding 
task depends on quality and the timely completion 
of the preceding task. The high task interdepen- 
dencies require managers to detect and correct 
process problems and product defects on the spot 
and take measures to prevent such problems and 
defects to keep production flowing. In other 
words, JIT environments require that managers be 
able to manage themselves, which means they have 
greater authority and responsibility compared to 
their counterparts in JIT  non-adopter 
organisations. 

Anderson et al. (1989) and Kaplan and Atkin- 
son (1989) suggest that management accounting 
systems (MAS) play important roles in an organ- 
isation. One such role is the provision of informa- 
tion on target (budget) and actual performance for 
evaluation of actual performance against the 
target.* 


study, slack resources represent an amount in excess of the 
amount required for efficient operation. For example, if an or- 
ganisation can operate effectively by maintaining stocks equiv- 
alent to two weeks’ sales of a product but maintain three weeks’ 
stock, then the one week’s extra stock represents the amount 
of slack resources. 

2 The target or budget and actual performance can be ex- 
pressed both in non-financial and financial terms. Indeed, a 
performance budget such as a sales budget is usually expressed 
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The relatively high authority and responsibility 
for managers working in JIT environments make 
the information provided by the MAS (henceforth, 
the MAS information) more useful for managers 
_ seeking to operate effectively (see Gordon and Na- 

rayanan, 1984). Chenhall and Morris (1986) report 
a positive association between task interdepen- 
dency and usefulness of MAS information. Fol- 
lowing Chenhali and Morris (1986), it can be ar- 
gued that MAS information may be more 
important in JIT environments, as task interde- 
pendency among work stations and functions in 
such environments is high (see Gordon, 1997). 
MAS (as a part of an organisation’s overall con- 
trol system) can facilitate coordination, control 
and communication by providing necessary 
information and thus help managers in managing 
operations well. It seems likely, then, that MAS 
information in JIT adopter organisations may be 
critical for the smooth running of operations, re- 
sulting in the achievement of organisational objec- 
tives such as profitability. However, a literature re- 
view indicates that there is a lack of research 
investigating the relationship between provision of 
MAS information and organisational profitability 
taking into account the adoption of JIT. Selto et 
al. (1995), for example, argue that there has been 
a lack of attention to controls (including com- 
munication and information flow) and other or- 
ganisational aspects under JIT. Consequently, our 
understanding of the importance of MAS informa- 
tion in JIT environments is limited. This study at- 
tempts to address this issue. 

For the purposes of this study, MAS was viewed 
broadly in that the traditional function of the 
system, which is to provide quantitative and finan- 
cial information, has now expanded to include 
information relevant for innovations in produc- 
tion, marketing and organisational design. To- 
day’s MAS provides information on extra-organ- 
isational variables as well as operating data 
(Ansari, 1997; Bromwich and Bhimani, 1994; Gor- 
don, 1997). The operating data includes informa- 
tion for suppliers on periodic demands for parts, 
delivery time, and quality; for production cells, on 
actual results to allow for corrective action and 
learning; and for production cells and design en- 
gineers, on how their actions influence costs and 
performance in other organisational areas (see An- 
sari, 1997). 

The recent development in management ac- 
counting systems, which led to the introduction of 
a ‘balanced scorecard approach’ to performance 
measure, makes management accounting informa- 
tion even broader. This is because the approach 
incorporates qualitative, quantitative, financial 
and non-financial information on performance in- 


in non-financial and financial terms, as the budget always in- 
cludes the volume of sales in physical units and dollars. 
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dicators including operating income, revenue 
growth, cost controls, defects, yield, manufactur- 
ing lead time, time to market, market share, cus- 
tomer response time, customer satisfaction, prod- 
uct reliability, quantity of defective products 
shipped to customers, and the ratio of good output 
to total output (Ansari, 1997; Kaplan and Norton, 
1992, 1993, 1996). Most of the information can be 
classified as physical operational data. As a result 
of such development, there is little difference today 
between the information provided by MAS and 
that provided by MIS (management information 
systems).? Macintosh (1985, pp. 3-7), for example, 
concludes that the demarcation point between 
management accounting systems and management 
information systems has become blurred. Macin- 
tosh further argues that like the plumbing system 
for a house, management accountants provide the 
cold and hot water while the MIS people provide 
the pipes and plumbing. Macintosh’s ‘cold and hot 
water’ may be interpreted as broad information 
incorporating financial as well as non-financial 
data and ‘pipes and plumbing’ as hardware and 
software. The current study viewed MAS informa- . 
tion to be broad. 

The paper is arranged into six sections. Section 
Two explains the importance and requirements of 
a JIT operation. Section Three explains how MAS 
information on performance in a JIT environment 
may promote organisational profitability. The re- 
search method is described in Section Four, fol- 
lowed by the presentation of the results in Section 
Five. Section Five also presents an explanation for 
the results, drawing on anecdotal information ob- 
tained during interviews with the financial con- 
trollers who participated in the study. The final 
section discusses the conclusions, limitations of the 
study and suggestions for future research., 


2. Just-in-time manufacturing (JIT) 


Intensified competition in the marketplace encour- 
ages firms to find a competitive edge in manufac- 
turing. To survive in such competitive environ- 
ments characterised by dynamic technology, an 
organisation needs zo employ strategies consistent 
with its environmental demands for efficiency, ef- 
fectiveness and customer responsiveness. The 
adoption of JIT is one such strategy (Ansari, 1997; 
Yasin et al., 1997; Sakakibara et al., 1993; and 
Green, 1991). Cobb (1993) reports that survival in 
the increasingly competitive market, meeting cus- 
tomer demands, staying ahead of competitors and 


3 MIS collects and processes the data to produce the 
information that managers need to plan, control, and manage 
their organisations (Cushing and Romney, 1994, pp. 12-14). 
The information is broad in the sense that it includes qualita- 
tive, quantitative financial and non-financial data that covers 
issues which are internal as well as external to the organisation. 
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minimising slack resources are some of the benefits 
for which companies adopt JIT. 

The literature suggests that a successful imple- 
mentation of JIT. results in a number of benefits 
in terms of improved flexibility, productivity, qual- 
ity, lead-times, set-up times, customer responsive- 
ness, and inventory holdings (see, Cowton and 
Vail, 1994; Currie, 1992, 1993). Green (1991) sug- 
gests that JIT has. been too successful to ignore. 

However, JIT is not problem-free, as indicated 
by the relevant literature. Golhar and Deshpande 
(1993), for example, report two major problems 
faced by JIT adopter firms: workers’ resistance to 
learning new skills and increased friction between 
workers and management. In another study, In- 
man and Brandon (1992) found that JIT adoption 
contributes to high levels of stress among line op- 
erators, leading to low productivity, high absen- 
teeism, poor decisions, and poor morale. This find- 
ing supports Ansari (1997), who argues that there 
is intense pressure in a JIT environment to support 
the team, search for improvement opportunities 
and perform at optimum levels at all times. This 
causes stress, employee burnout, and subsequently 
high employee turnover and high recruitment and 
training costs. 

On the other hand, the literature also contains 
ample evidence on the benefits of JIT applications. 
‘Johansson (1990) suggests that organisations will 
continue to adopt JIT because it presents an enor- 
mous opportunity for improving their competitive 
position. Kaplan and Atkinson (1989) argue that 
successful adopters of JIT enjoy tremendous ad- 
vantages as a result of direct and indirect financial 
savings. An example of the direct financial savings 
attributable to the implementation of JIT is the 
decrease in investment required to hold inventory. 
When inventory levels are reduced from say, four 
months to one month of sales, stock financing 
costs are reduced by 75%. Balakrishnan et al., 
(1996) suggest that JIT adoption is commonly as- 
sociated with reduced inventory levels and in- 
creased inventory turns leading to increased prof- 
itability. Application of JIT also promotes indirect 
financial gains through cost savings from im- 
proved product quality, reduced wastage, better 
coordination and closer relationships with sup- 
pliers and customers (Cobb, 1993). By fostering 
closer relationships with suppliers, JIT minimises 
inventory of raw materials. Similarly, by creating 
high task interdependencies among work stations 
and encouraging closer relationships with custom- 
ers, JIT minimises slack resources such as inven- 
tory of work in progress (parts) and finished prod- 
ucts. The result is reduced product costs. Selto et 
al. (1995, p. 666) argue that because of the highly 
interdependent nature of tasks under JIT, produc- 
tion of excess parts or finished products is virtually 
nil or negligible (see also Balakrishnan et al., 
1996). 
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In contrast, a traditional (non-JIT) manufactur- 
ing system is unable to function without slack re- 
sources. One reason for this is that the system fol- 
lows a push approach to manufacturing 
(Schonberger, 1982, 1986) where parts and prod- 
ucts are pushed through the process as quickly as 
possible. If parts are not used and products are 
not sold as quickly as they can be produced, in- 
ventory of parts and products builds up (Selto et 
al., 1995). The built up inventory locks up capital, 
and consequently, operating costs under the 
system become comparatively high (Daniel and 
Reitsperger, 1991).* Slack resources such as excess 
inventory are normally used not to improve effi- 
ciency but to mask inefficiencies or to handle 
unforeseen events faced by managers. This argu- 
ment is supported by Griffin and Harrell (1991) 
who state that the availability of slack resources 
provides managers and supervisors with a cushion 
against the difficulties caused by defective raw ma- 
terials, production errors and irregular supply and ` 
demand schedules. Thus, through implementation 
of JIT, organisations are able to minimise the level 
of slack resources, and thus reduce their operating 
costs and costs of capital. 

In a competitive market, the reduction in costs 
and the resultant ability to sell products at a com- 
petitive price are effective strategies which organ- 
isations can use to gain an advantage over com- 
petitors. The synergy from the implementation of 
JIT and application of automation reduces wast- 
age and production costs, enhances product qual- 
ity, and promotes optimal utilisation of capacity 
leading to higher profitability (Anderson et al., 
1989). This is not to deny that profitability of an 
organisation may be affected by other factors in- 
ternal to the organisation such as manage- 
ment—employee relationship, and by factors exter- 
nal to the organisation. For example, changes in 
the exchange rate of an organisation’s base coun- 
try may affect the organisation’s export trade and 
thereby its profit. 

Proponents have argued that companies apply- 
ing JIT can produce and distribute their products 
at lower costs without compromising quality and 
sell their products at competitive prices, and still 
make profits. Therefore, these companies can re- 
tain and even increase their market share, and im- 
prove profitability. For example, Kaplan and At- 
kinson (1989, p. 417) report: 


“The enormous gains in productivity from 
successfully achieving JIT production led one 
electronics materials manager to claim that 
he expected to see two kinds of factories in 


4 The high operating costs may result from the expenses in- 
curred for holding inventories in excess of requirements and for 
non-value-added activities, Adoption of JIT minimises (if not 
eliminates) these costs. 
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the 1990s: JIT manufacturing factories and 
closed factories’. 


Bromwich (1990, p. 27), states that: 


‘Firms are being urged to utilise new systems 
of production, such as Just-In-Time manu- 
facturing, which are often argued to be used 
far more intensively by sophisticated com- 
petitors in other countries’. 


3. JIT and the information provided by 
the MAS 


Managers working in JIT environments have a 
greater need for management accounting informa- 
tion on targets and actual performance. This is be- 
cause in JIT environments, little or no slack re- 
sources are available to managers to cushion 
against the difficulties caused by defective raw ma- 
terials, production errors, irregular supply and de- 
mand schedules, or to mask inefficiencies (Griffin 
and Harrell, 1991). As a result, continuous moni- 
toring of actual performance is required for the 
operation of the production process under JIT 
(Kaplan and Atkinson, 1989; Hiromoto, 1988; 
Daniel and Reitsperger, 1992). MAS can provide 
managers with information that they need to mon- 
itor performance. The role of MAS in meeting 
managers’ information requirements is consistent 
with the argument that the provision of informa- 
tion is a central component of an organisation’s 
accounting and control system (Luckett and Eg- 
gleton, 1991; Ferris and Haskin, 1988). 

The management accounting system (MAS) in 
an organisation can be expected to provide 
information on specific performance target 
(budget), and monitor the achievement of the tar- 
` get (Birnberg and Snodgrass, 1988; Goold and 
Quinn, 1990). A manufacturing organisation may 
set performance targets in terms of budgeted pro- 
duction volume, costs, wastage rates, levels of in- 
ventory, percentage of defects and capacity utilis- 
ations. Once the target is set, it is necessary to 
monitor actual performance towards achievement 
of the target and take appropriate action if neces- 
sary. Monitoring may include the comparison of 
actual performance with the target, performance 
trend analysis and benchmarking.’ 

This study argues that MAS information be- 
comes more critical under JIT than under non-JIT 
situations. MAS information plays a more critical 
role under JIT environments because managers 
working in such environments are responsible for 
managing their own operations (Selto et al., 1995). 


5 The current study views performance trend analysis as com- 
paring an organisation’s current period performance with those 
of previous periods, and benchmarking as comparing the 
performance with an appropriate external variable, e.g., com- 
petitor or industry average. 
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Because of such responsibility, managers need 
MAS information on target and actual perform- 
ance, thus they find the information to be more 
useful (see Gordon and Narayanan, 1984; Chen- 
hall and Morris, 1986; and Kaplan and Atkinson, 
1989). Another reason is that tasks in a JIT 
environment are highly interdependent in the sense 
that the execution of a succeeding task depends on 
completion of the preceding task (see Gordon, 
1997). Previous literature suggests that the useful- 
ness of MAS information and the level of task in- 
terdependency go hand in hand (Chenhall and 
Morris, 1986; Selta et al., 1995). Moreover, since 
slack resources in JIT environments are not avail- 
able to cushion against process problems, MAS 
information on matters such as targets and actual 
performance is important in assisting managers to 
compare actual performance with target, and take 
corrective action. 

In contrast, the traditional manufacturing 
system allows use of slack resources to offset 
unforeseen contingencies. For example, if a pro- 
duction process stops unexpectedly, customer or- 
ders under the traditional manufacturing system 
could still be supplied as the system provides for 
the maintenance of a certain quantity of finished 
product inventory. However, since JIT minimises 
the availability of such resources, supplying cus- 
tomer orders under this system would be difficult 
if the production process stops unexpectedly. 
Therefore, the provision of the information related 
to production process and performance under the 
traditional manufacturing system is less critical 
than under JIT (see Daniel and Reitsperger, 1991; 
Hayes and Garvin, 1982). 

The above discussion suggests that the provision 
of MAS information is more critical for the effec- 
tive operation of a production process in a JIT 
adopter organisation than in a non-adopter organ- 
isation. Therefore, it is argued that JIT adopter 
organisations with high (low) provision of the 
MAS information® would earn a high (low) profit. 


6 It may be noted here that adoption of JIT may make some 
management accounting information less important. For ex- 
ample, since a JIT adopter organisation usually maintains rela- 
tively small inventory, detailed information on inventory be- 
comes less useful. Consequently, as Cobb (1993) reports, 
accounts for raw materials and work in process (WIP) inven- 
tory in many JIT adopter organisations are combined into one 
account called ‘raw and in process (RIP)’, and only summary 
information is provided. On the other hand, information relat- 
ing to materials usage and cost appears to be as important (if 
not more important) in a JIT adopter organisation as it is in a 
non-adopter. Cobb (1993) reports that all but one of the 10 
JIT adopter compenies which participated in the study use ma- 
terials, labour, and overhead related information. Examples of 
the information are standard and actual costs, purchase price 
variances, usage variances, bill of materials and variances, la- 
bour costs and variances, and overhead costs and variances. 
Green et al. (1991, p. 51) report that Hewlett-Packard, a lead- 
ing JIT producer, continues to use standard material cost, and 
cost effectiveness measured in terms of total quality control, 
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The null hypothesis below summarises the 
discussion. 
There is no interaction between JIT adoption 


and provision of MAS information affecting 
profit. H, 


4. Research method 


4.1. Sample selection 

Using Dunn and Bradstreet ‘Salescan’ database, 
150 companies within large publicly listed Austra- 
lian manufacturing organisations were selected for 
the study. Only large organisations (with annual 
sales revenue of A$300m to A$700m) were selected 
so that they were comparable in size. Only man- 
ufacturing organisations were selected because the 
just-in-time approach has been more commonly 
applied in manufacturing industries to date. 

The data collection for the study was completed 
in two stages. In the first stage, a questionnaire 
was sent to the financial controllers of the 150 se- 
lected companies. To obtain a high response rate, 
the questionnaire asked the financial controllers to 
read two short statements and answer two ques- 
tions following the statements (see Appendix A). 
The purpose of the first question was to identify 
JIT adopter and non-adopter firms and the second 
question to include, in the sample, firms (com- 
panies) with at least three years’ experience (ex- 
plained below) in JIT applications. Another con- 
sideration for using the three year- period as the 
cut-off point for including JIT adopter companies 
in the sample was that the period was considered 
to be long enough for a company to evaluate its 
application of JIT and drop the system if required. 

Financial controllers were targeted because they 
were considered to be the most knowledgeable in- 
dividuals in each company to answer the two ques- 
tions. Financial controllers were likely to be 
closely involved in the adoption, implementation 
and monitoring of JIT operation in their 
organisations. 

The questionnaire also asked the financial con- 
trollers to indicate if the accounting systems in 
their organisations were computerised and on 
line.” This question was asked to ensure that each 
company included in the sample had a computer- 
ised accounting system which could provide MAS 
information on targets and actual performance. 
Having a computerised and online accounting 
system facilitates provision of the necessary 


reduction of inventory, cooperation with vendors, on-time de- 
liveries, and process cost reduction. Green et al. also report that 
another company in the study, Warner, was found to concen- 
trate on the difference between budgeted production and actual 
production, seeking continual improvements. 

7 Although today’s large organisations are expected to have 
computerised accounting systems, the third question in Appen- 
dix A was asked to double check. 
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information to managers. Since all the companies 
in the study had their accounting system compu- 
terised, the impact of a computerised accounting 
system on the provision of information was con- 
trolled. As discussed later in the section, compu- 
terisation of accounting systems and the provision 
of MAS information were investigated further 
during the interviews with the financial controllers. 

The questionnaire was attached to a letter ex- 
plaining the purpose of the study and assuring re- 
spondents of the confidentiality of the informa- 
tion. A self-addressed, postage-paid envelope was 
attached for returning the completed questionnaire 
directly to the researcher. Of the 150 question- 
naires sent, 115 were completed and returned. The 
information collected in the first stage indicated 
that 65 of the 115 companies had adopted JIT. A 
scrutiny of these 65 companies revealed that 18 
had adopted JIT less than three years prior to the 
study. Since a period of at least three years was 
considered necessary for JIT to have an impact on 
a company’s operation, these 18 companies were 
excluded from the sample, leaving 47 companies in 
the JIT adopter groups and 50 in the non-adopter 
group. 

The financial controller of each of the 97 com- 
panies was requested to participate in the study 
and 55 of them agreed to do so. On average, the 
controllers had worked in their present company 
for 10.9 years and held their present position for 
4.7 years. These 55 companies operated in the fol- 
lowing manufacturing industries in Australia: 
building products, home appliance, electronics, 
chemical, pharmaceutical, food, beverage, rubber 
and automobile. Of the 55 companies, 28 were JIT 
adopters and 27 were non-adopters. The detailed 
sample is presented in Table 1, which reveals that 
the sample was not dominated by any particular 
industry. 

The final stage of the data collection was per- 
sonal interviews with the financial controller of 
each of the 55 companies over a period of 10 
months. A structured questionnaire approach was 
used for the interviews, which lasted from one 
hour to two and a half hours. The personal inter- 
view method was chosen (a) to answer any finan- 
cial controller’s queries while completing the ques- 
tionnaire, and (b) to obtain explanations from the 
controllers for any non-recurring transaction 
which might have affected the profitability of their 
company (this issue is further discussed under prof- 
itability measure below). Moreover, having per- 
sonal interviews with the controllers gave the re- 
searcher the opportunity to acquire a more 
intimate knowledge of the type of improvements 
required in accounting systems to meet informa- 
tion demands, particularly in a JIT environment. 
For example, the financial controller of a building ` 
products company, which had adopted JIT, said: 
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Table 1 
Description of the sample 


Industries 


Building products 3 
Home appliances 
Electronics 
Chemical 
Pharmaceutical 
Food 

Beverage 

Rubber 
Automobile 
Total 


Ooh RUE P. tO 


“Our company introduced JIT five years ago. 
At the beginning, things were a bit rough; 
machinery not set up properly, contracts 
with the suppliers and customers not worked 
out, information system not suitable for the 
new manufacturing system, I mean, JIT. So 
we struggled for about three years during 
which we modified the production processes, 
overhauled the accounting system with new 
computers and packages suitable for our 
needs under JIT, and trained personnel. 
Since last year, we are getting the benefits. 
Last year our profit increased by 20% over 
the previous year and we hope this year it 
will be at least 20% higher than last year.’ 


In an attempt to confirm adoption of JIT by the 
28 companies in the adopter group, the controllers 
of these firms during the interviews were requested 
to name the most important effect (in their opin- 
ion) that the introduction of JIT had on their com- 
pany’s operations. Twenty-one of these controllers 
named ‘reduction in inventory’ of raw materials 
and finished products as the most significant effect 
of adopting JIT. The financial controller of a food- 
processing firm said: 


‘Through adoption of JIT we have drasti- 
cally reduced raw materials inventory. Luck- 
ily our raw materials are locally supplied and 
we have been able to negotiate a schedule of 
delivery with the suppliers. It was far more 
difficult to negotiate with the customers, 
particularly the overseas ones, a schedule of 
deliveries of our finished products. Most of 
our Overseas customers wanted relatively big 
but less frequent shipments. At the end we 
reached a compromise with them, which 
works reasonably well for us.’ 


In the cases of the other seven companies, the 
controllers mentioned ‘flexibility in the manufac- 
turing process’ as the most important effect of JIT 
adoption. These companies upgraded their pro- 


JIT adopters 
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JIT non-adopters 
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duction processes to produce to order with mini- 
mum throughput time and set-up costs. A com- 
mon phenomenon of these seven companies, as 
revealed by the controllers’ comments, is the policy 
of timely supply of orders and holding a nil or 
negligible amount of finished goods stock. 

To confirm that the companies had computeri- 
sed and online accounting systems, each controller 
was requested at the end of the interview to ask a 
subordinate to call up on their computer screen 
Information relating to last year's targets on the 
company’s sales, departmental production budgets 
and a sample report on performance relating to 
the budget. Of the 55 controllers, 50 complied with 
this request; in the other five cases, time ran out. 
The display indicated that each of the 50 com- 
panies had a computerised and online accounting 
system providing the above-mentioned 
information. 


4.2. Measures of variables in the study 
4.2.1. Profitability 

Each company’s’ return on investment (ROND in 
the previous year was used as the measure of its 
profitability. For the current study, ROI was de- 
fined as earnings before interest and tax over total 
assets (Martin, 1994). The relevant data were ex- 
tracted from the company’s financial statements 
for the previous year. In order to avoid the impact 
on ROI of any non-recurring transaction such as 
the sale of assets, the financial statements of each 
company were scrutinised. This was done for the 
year immediately prior to the study. If the presence 
of any such transaction was identified, it was dis- 
cussed with the financial controller of the relevant 
company during the interviews and the ROI was 


8 For the purposes of this study, a company was a business 
unit operating as a profit centre and carrying out the usual 
business activities including manufacturing and selling prod- 
ucts. The return on investment (ROD for each company was 
calculated using the profits and assets as presented in the com- 
pany’s profit and loss stetement and the balance sheet. 
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Table 2 
Descriptive statistics for the variables in the study* 


(Part A: the total sample) 


Variables Mean Std. Dey. 


Provision of MAS 
information 
ROI 


1.20 
8.27 


3.47 
6.98 


(Part B: sub-sample: the JIT adopter group) 


Variables 


Provision of MAS 
information 
ROI 


Mean Std. Dev. 


3.26 
10.32 


1.00 
8.98 


(Part C: sub-sample: the JIT non-adopter group) 


Variables Std. Dev. 
Provision of MAS 
information 

ROI 


Mean 


3.69 
3.52 


1.40 
5.80 


*JIT: adopter (J=1), and non-adopter (J = 0). 





adjusted accordingly. The discussion resulted in a 
minor adjustment of the ROI for three companies. 
The interview also provided the opportunity to 
confirm with the controllers that the calculation of 
ROI was based on the operating income and assets 
of the Australian operations of their company, 
which was considered necessary for ROI compar- 
ability amongst the companies in the sample. Ta- 
ble 2 presents the mean, standard deviation and 
the actual range of ROI for the total sample and 
also for the sub-samples (i.e., JIT adopter and 
non-adopter organisations). 

Although ROI as a measure of performance is 
subject to criticism, 1t remains a fundamental ap- 
proach to measuring organisational profitability. 
Horngren and Foster (1991) suggest that ROI ap- 
peals conceptually because it blends all the major 
ingredients of profitability (revenue, costs, and in- 
vestment) into a single number. Based on a litera- 
ture survey, Swieringa and Weick (1987, p. 297) 
conclude that ‘...even though ROI is criticised, it 
continues to be used extensively. It is a major 
yardstick for measuring corporate progress and 
executive performance’. They further argue that 
ROI facilitates comparisons among organisations 
in evaluating corporate performance, and among 
divisions within a company in evaluating divi- 
sional performance. 
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Theoretical 


Theoretical 
Min Max 


7.00 
n.a. 


4.2.2. -Provision of MAS information 

This study was concerned with the provision of 
target and actual performance-related information 
by MAS in the sample companies. As discussed on 
pages 2 and 3 of the paper, MAS information in 
the study was viewed to be broad in the sense that 
the information incorporates both financial and 
non-financial data. The provision of the informa- 
tion in the study was assessed accordingly. 
Examples of the financial data include costs, prof- 
its, and sales revenue and those of the non-finan- 
cial data are volume of production, wastage rates, 
defects, capacity utilisation, and market share. The 
four questions presented in Appendix B were 
adapted from Simons (1987) to assess the con- 
struct. While question one focuses on information 
relating to budgeted performance targets, ques- 
tions two and three focus on information relating 
to actual performance. Question four is concerned 
with information on performance benchmarking. 
To be included in the questionnaire, the question 
had to satisfy two requirements. One, since the 
fundamental argument in the study is that the 
MAS information is more critical for the effective 
operation of the production process in a JIT 
adopter than in a non-JIT adopter company, the 
information sought had to have the potential to be 
useful to a manufacturing organisation irrespective 
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Table 3* 
Reasons for adoption and non-adoption of JIT by the sample organisations 


Reasons for adoption Reasons for non-adoption 


We are doing OK. (20) 

Customers not keen in contract for regular delivery of 
finished goods (20) 

Little control over supply of input (18) 

Large capital investment required (18) 

Resistance from below (15) 

Involved in other priority (10) 


Economic benefit (28) 
To be seen as innovative (21) 


Competitors have adopted (20) 
Senior managers saw the benefits (20) 
Existing system needed overhaul (18) 
Top management pushed (15) 


*The numbers within parentheses indicate how many financial controllers mentioned the reason during 


interviews 


Table 4 
Correlation matrix for the variables in the study 


(Total sample) 
(D 
Provision of MAS information (D 


The correlation between MAS information and ROI for: 


JIT adopter group =0.55** 
JIT non-adopter group = 0.20 
Legend: *p < 0.05; **p<0.01 


of its adoption or non-adoption of JIT. Two, the 
question selected had to be relevant to the day to 
day concerns of managers in charge of operations 
such as production and marketing. 

During the personal interviews, the controllers 
were asked to respond to each of the four ques- 
tions on a Likert scale ranging from 1 (very low) 
to 7 (very high). A controller’s score for the 
amount of the information provided was the sum 
of the controller’s score for each of the four ques- 
tions in the questionnaire. A factor analysis of the 
measure in the study produced a single factor with 
eigenvalue greater than one indicating that the in- 
strument was unidimensional. The factor loadings, 
eigenvalue and percentage of variance explained 
are presented in Appendix B. A reliability check 
of the measure in the study produced a Cronbach 
(1951) alpha of 0.65, which is satisfactory although 
relatively low (Nunnally, 1967). Table 2 presents 
the descriptive statistics for the provision of the 
MAS information for the total sample and also for 
the sub-samples. 

At the end of the interview, the controllers were 
requested to call up sample information relating to 
the four items in the questionnaire. Fifty control- 
lers complied with the request by asking one of 





their subordinates to call up the information on 
their screen. 


4.2.3. Adoption and non-adoption of JIT 

The adoption and non-adoption of JIT by the 
sample organisations were assessed by the finan- 
cial controllers’ response to two short statements 
contained in Appendix A. Those organisations 
which were classified by their financial controllers 
as ‘Firm A’ on the statement were categorised as 
JIT adopters and those as ‘Firm B’ were catego- 
rised as JIT non-adopters. 

In an attempt to ascertain the reasons for adop- 
tion and non-adoption of JIT by organisations in 
the sample, the issue was discussed with each of 
the financial controllers during the interviews. Ta- 
ble 3 presents a summary of the reasons mentioned 
by the controllers for adoption and for non-adop- 
tion of JIT. It can be observed from the table that 
an organisation’s decision to adopt or not to adopt 
JIT is influenced by not a single, but a set of both 
financial and non-financial factors. 
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Table 5 
Test of the hypothesis 
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Results of regressing return on investment (ROD against JIT application, provision of the MAS information and 


the interaction between JIT and MAS information 
Variables Reg. 
Coeff. B 
Interaction term (IJ) B,=4.74 
MAS information (D B,= 0.802 


JIT (D B,= —8.31 
Constant B, =0.564 


Adjusted R?= 32.70%, 
Fo sy=9.74, P<0.0001 


Table 6 ` 


Std, Error | T 
of B Value 


1.720 2.75 
0.924 0.68 
6.106 — 1.361 
3.645 0.155 


Signif. 
level P < 
0.008 
0.5. 
n.s. 
n.s. 


Results of regressing return on investment (ROI) against JIT and provision of the MAS information (assessment 


of the main effects) 
Variables 


Reg. 
Coeff. B 
B,=2.17 


B,=7.73 
B,=4.48 


MAS information (I) 


Adjusted R2=24.13%, 
Fo 1n=9.59, P <0.0003 


5. Results 


In order to verify if industry characteristics and 
company sizes affected ROI of the sample organ- 
isations, a test of the difference in the mean ROI 
for different industries and company sizes in the 
sample was carried out using ANOVA. The test 
did not produce a significant result, thereby indi- 
cating the lack of a systematic industry or size ef- 
fect on the ROP of the companies in the sample. 
The bivariate correlations for the variables are 
presented in Table 4. It can be observed from the 
table that the correlation between the provision of 
the MAS information and JIT is not significant, 
thereby indicating that these variables are inde- 
pendent of each other. One interpretation of this 
result is that the adoption of a new manufacturing 
technology like JIT is not necessarily accompanied 


9 A much more rigorous way of checking the industry and 
size effects is to include these variables in the hypothesis testing. 
The test was done by incorporating into the model the industry 
type, and company size as dummy variables. For this purpose, 
the companies in the sample were grouped by product char- 
acteristics such as building products, food and beverage, and 
by the number of employees as small, medum, and large. The 
results were similar to that of the ANOVA as the mdustry ef- 
fects and size effects were not significant, yet the interaction 
term (I*J) remained significant. 


Std. Error T 
of B Value 


0.83 2.62 
1.97 3:92 
3.35 1.34 


Signif. 
level P < 
0.01 


0.0003 
n.s. 





by the modernisation or Improvement of existing 
management accounting systems (Selto et al., 
1995). 


5.1. Test of the hypothesis 

The hypothesis predicts that there is no inter- 
action between JIT application and the provision 
of MAS information affecting return on invest- 
ment (ROTD. This hypothesis was tested using the 
regression equation below: 


Y=p+ p+ BIHE Ite 
where: 

Y = The return on investment (ROD 

I = Amount of the information provided by 
MAS (MAS information) 

= Just in time manufacturing, for adopters 

(J=1) and for non-adopters (J=0) 

IJ = The interaction (I*J) 

E = The error 

Rejection of the hypothesis required that /, in 
equation (1) be both significant and greater than 
zero. The results presented in Table 5 show that 
B. is significant at the p<0.008 level. This supports 
rejection of the null implied in the hypothesis. The 
model explains almost 33% (adjusted R?=32.70,. 


(1) 


Table 7 
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Cell means of return on investment (ROD) with respect to provision of the MAS information and JIT 


Non-adopters 
(J=0) 


Adopters 
G=)) 


MAS information 


*Numbers within {} represent the number of firms within each cell 


Figure 1 





Provision of the MAS information and return on investment (ROD) in JIT adopter and non-adopter organisations 


ame tO G> mh AN — OO NO 





Provision of MAS information 


p<0.0001) of the variance in ROI. The regression 
results indicate that there is a significant interac- 
tion between the JIT application and provision of 
the MAS information affecting ROI. 

As is the case in all regression studies not em- 
ploying ratio scaled data, only the highest order 
interaction term is interpretable (Southwood, 


1978). One way to overcome this problem is to run 
the model in equation (1) before introducing the 
interaction term. Following this procedure, the re- 
duced model “Y= £,+f,I+f,J+e’ was used to 
analyse the data. The results presented in Table 6 
reveal that the coefficients within the reduced 
model that related to the amount of the informa- 
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tion provided by the MAS and the application of 
JIT are both positive and significant at the p<0.01 
and p<0Q.0003 respectively. The model explains 
24% (adjusted R2= 24.00, p<0.0003) of the vari- 
ance in ROI. 

A check of the cell means of ROI presented in 
Table 7 indicates that the JIT adopter firms which 
received a high amount of the MAS information 
earned a higher ROI compared to those JIT 
adopter firms which received a low amount of the 
MAS information. However, in the case of the JIT 
non-adopter firms, the high or low amount of the 
information provided by the MAS did not make a 
significant difference in the cell means. For the 
analysis, the MAS information was categorised as 
low for the amount provided below the mean and 
as high for the amount provided above the mean. 
These results graphically presented in Figure 1 of- 
fer a further support for the rejection of the null 
implied in the hypothesis. 

The results (high ROD in the case of JIT 
adopter companies are supported by the anecdotal 
information obtained during the interviews. For 
example, the financial controller in a food proc- 
essing company, which adopted JIT, said: 


‘We spent a lot of time and effort in intro- 
ducing the JIT system in our organisation. 
Initially, we had stiff opposition from the 
managers because they could not see what 
was wrong with the existing system. So we 
had to do a lot of selling. We have been using 
the system for over five years now. Initially, 
there were hiccups, which I believe were ex- 
pected. For first couple of years, supporters 
of the new system including myself were un- 
der a lot of pressure, as the system did not 
produce the desired results. But the last two 
years have been fantastic. We have been able 
to reduce our finished goods inventory to 
only 15 days supply, raw materials inventory 
from seven weeks to only three weeks 
requirement. Our wastage rate is under con- 
stant monitoring. We know our cost, quality, 
and customer reaction.’ 


6. Discussion and conclusions 


The results presented in Tables 5 and 6 reveal that 
as the provision of MAS information increases, 
the profitability of JIT adopter firms improves. An 
interpretation of the results is that the information 
in JIT adopter firms is more useful to managers in 
dealing with factors that affect their organisations’ 
performance. Examples of these factors are prod- 
uct cost, wastage rates, inventory levels, defects, 
capacity utilisations and market share. The results 
indicate that while the information provided by 
MAS on performance may be useful for all organ- 
isations, as argued by previous researchers (see Hi- 
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romoto, 1988; Daniel and Reitsperger, 1992), the 
information is more useful under JIT situations. 
The greater usefulness of MAS information in the 
JIT adopter organisations is supported by the 
significant and positive correlation between the 
information and the ROI of these organisations 
(Table 4). As discussed in Section 3 of the paper, 
information on target and actual performance, 
and a comparison of actual performance internally 
over time and externally with industry average, is 
more critical for managers working under JIT 
environment. 

These results support Bromwich (1990) and Ba- 
bad and Balachandran (1993). Bromwich suggests 
that there is a need to release management ac- 
counting (in an organisation) from the factory 
floor to allow it also to aid the organisation 
directly in meeting challenges. Such a reorientation 
would permit management accounting systems to 
focus on the organisation’s value-added activities. 
Babad and Balachandran argue that the relevant 
information provided by the cost management 
system (which is a part of MAS in an organisa- 
tion) supports better management of corporate re- 
sources in the production of goods or in the pro- 
vision of services, and improves competitiveness in 
terms of costs, quality and profitability. Based on 
the results of the study, it is argued that MAS, by 
providing information on performance (such as 
control of costs, quality and inventory level, and 
market share), effectively facilitates an organisa- 
tion’s competitiveness and profitability in a JIT 
situation. 

The results of the study suggest that just-in-time 
manufacturing (JIT) adopter firms are more prof- 
itable than non-adopters. Therefore, this study 
supports Anderson et al. (1989) and Kaplan and 
Atkinson (1989), who argue the benefits of JIT 
adoption. The discussions during the interviews 
with the financial controllers on reasons for adop- 
tion or non-adoption of JIT by their firms suggest 
that economic benefit was the most common 
reason for JIT adoption. The summary of the rea- 
sons for JIT adoption as presented in Table 3 in- 
dicates that the financial controller of each of the 
28 JIT adopter organisations in the sample men- 
tioned economic benefit as one of the reasons for 
their firm’s adoption of JIT. It implies that an or- 
ganisation would not continue with applications of 
JIT unless benefits outweigh the costs, suggesting 
that the relatively high profit earned by the JIT 
adopter firms (see Table 7) is consistent with the 
firms’ expectation. The cost-benefit considerations 
affecting an organisation’s decision to, or not to, 
continue with the JIT application justifies the three 
year cut-off period for including a JIT adopter or- 
ganisation in the sample. However, the financial 
controllers’ comments as summarised in Table 3 
revealed that social reasons (i.e., to be seen as in- 
novative), herd effects (i.e., the competitors have 


148 


adopted, so we have to) and senior managers’ sup- 
port are other important factors influencing the 
firms’ decision to apply JIT operations. These find- 
ings on the reasons for JIT adoption and non- 
adoption are consistent with those of Cobb (1993) 
and Yasin et al., (1997). 

In contrast, the financial controllers of 20 out 
of 27 non-adopter firms mentioned that ‘we are 
doing OK’ as a reason for non-adoption of JIT 
(see Table 3). An interpretation of this finding is 
that complacency about current performance may 
be a powerful factor influencing the firms’ decision 
for non-adoption of JIT. Another plausible inter- 
pretation of the findings is that these firms had 
other priorities such as market penetration and 
new product introduction, and performance 
towards achievements of the priorities is satisfac- 
tory. Another important factor for non-adoption 
of JIT appears to be the difficulty im getting sup- 
pliers’ and customers’ agreement on a delivery 
schedule required for the operation. This finding 
is consistent with the view that a firm, to adopt 
JIT, needs to be in a relatively strong bargaining 
position in its market so that necessary arrange- 
ments can be made with its suppliers for supply of 
inputs and customers for delivery of outputs. 
Large capital investment necessary for adoption of 
JIT seems to be another important factor for non- 
adoption of JIT. 

Given the results explained above, the current 
study extends Balakrishnan et al. (1996) in three 
ways. First, while Balakrishnan et al. (1996) sug- 
gest that customer concentration and cost struc- 
ture influence a firm’s decision to adopt JIT, this 
study suggests that there are other important fac- 
tors as described above which may also affect the 
decision. Second, the current study identifies the 
factors which may influence a firm’s decision to 
adopt JIT and also those factors which may inhibit 
the decision (see Table 3), but Balakrishnan et al. 
identify two factors which influence only the adop- 
tion decision. Third, Balakrishnan et al., (1996) do 
not assess the usefulness of information provided 
by an organisation’s management accounting 
system either under JIT or non-JIT situations. The 
current study does (as explained above), by em- 
pirically investigating the relationship between 
provision of the MAS mformation and ROI under 
JIT and non-JIT situations. 

This study adopts the objective measure for 
ROL and thereby overcomes the problems of us- 
ing self-assessment for the dependent variable 
(ROD in the model. A common problem of studies 
on design and usefulness of MAS is self-assess- 
ments of dependent variables (see Selto et al., 
1995). However, four caveats and related issues for 
future research need to be mentioned here. 

First, this study adopted the narrow definition 
of JIT. Although the definition is consistent with 
the focus of the study, it is biased towards man- 
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ufacturing activities and inventory management. 
There are other important aspects of JIT which are 
worth investigating. Examples of these aspects are 
employee resistance, employee turnover, recruit- 
ment and training needs, and impact of techno- 
logical developments. 

Second, this study categorised the sampled or- 
ganisations into two groups: JIT adopters and 
non-adopters. Although adoption of ‘JIT at least 
three years prior to this study was used as one of 
the criteria for selecting the organisations in the 
JIT adopter group, not all organisations might 
have implemented the system equally. In other 
words, there could be variations among the organ- 
isations in the adopter group with respect to the 
degree of JIT implementation. Consequently, the 
beneficial effect of the MAS information for dif- 
ferent organisations within this group might have 
been different. But the study did not assess the 
variation in the degree of JIT implementation and 
the resulting effect on ROI. Moreover, one may 
argue that successful and profitable companies 
may decide to implement JIT, as such companies 
can afford the costs and risks involved. An investi- 
gation of this issue was beyond the scope of the 
current study. Future research would benefit from 
investigating the issue. 

Third, only one aspect of organisational 
performance i.e.. ROI, was considered in this 
study. In addition to the general limitations of 
ROI (Swieringa and Weick, 1987), the concept 
may suffer from some specific limitations in JIT 
situations. For example, at the initial stage (1.e., in 
the first year) of JIT adoption, ROI may decrease 
due to a decrease in profit or increase in cost of 
sales effect, whilst at the same time, the reduced 
denominator due to a decrease in stock may lead 
to increased ROI (Yasin et al., 1997). In other 
words, initially the effect of a company’s adoption 
of JIT on its ROI may be neutral. However, this 
limitation of ROI does not affect the results of the 
study, as the sample companies adopted JIT at 
least three years prior to the study. Costs are also 
likely to increase due to staff resistance and diffi- 
culties in adapting existing, and for purchasing 
new, software (Cobb, 1993). These difficulties/ 
problems may have varied effects on ROI in a JIT 
adopter organisation. Therefore, other aspects of 
organisational performance such as product in- 
novation, customer satisfaction, customer 
response time, capacity utilisation and cost control 
could be investigated. Future research investigat- 
ing this issue would be beneficial. 

Fourth, while considerable care was taken in se- 
lecting the sample, participation of the subjects (fi- 
nancial controllers) in the study was voluntary. 
Thus, there is a potential of self-selection 
(response) bias in the sample. For example, it is 
plausible that those companies which were suc- 
cessful in adopting JIT and those that had decided 


SPRING 2000 


not to adopt JIT might have participated in the 
study, whilst those that tried but failed in success- 
ful adoption of JIT might have abstained. 

Notwithstanding the above limitations, the re- 
sults of the study have implications for theory and 
practice. The implication for theory is that the re- 
sults provide empirical support for the prescriptive 
literature advocating the benefits of adopting just- 
in-time manufacturing for making organisations 
more profitable (Anderson, et al., 1989; Kaplan 
and Atkinson, 1989; Johansson, 1990; Green, 
1991; Cowton and Vail, 1994; Ansari, 1997). So 
far, empirical research on JIT has been mostly 
descriptive (Skakibara, et al., 1993). Although 
descriptive research is an important step toward 
developing theory on JIT, empirical research is a 
step forward to test the theory in reality. More- 
over, the study also provides empirical support for 
the view that the management accounting systems, 
by providing relevant information on performance 
in JIT adopter organisations, can play a significant 
role in achieving the organisations’ goals, such as 
profitability. One implication for practice is that 
an organisation which plans to adopt a strategy 
like JIT may perform better if it also plans con- 
currently to upgrade or adapt its MAS. Otherwise, 
realisation of the full benefits of implementing the 
strategy may be at least slow. For example, the 
financial controller in a building products com- 
pany said: 


‘One of the best things that the company did 
is introducing JIT six years ago. During the 
first two years of introducing the system, we 
had a tough time; things were chaotic. Man- 
agers were complaining about lack of sup- 
plies, and lack of feedback on their activities 
with respect to meeting production targets, 
wastage rate, cost savings, and benchmark- 
ing, | mean comparing us with our compet- 
itors. We solved most of the problems; we 
introduced new technology, overhauled our 
accounting system; we streamlined our con- 
tracts with suppliers and customers. Now we 
are doing OK it is actually more than OK; 
our profits are on the rise since the year be- 
fore last.’ 


Another practical implication for the results is 
that management accountants in innovative or- 
ganisations such as JIT adopters could be pro-ac- 
tive in identifying managers’ information needs 
and make necessary changes to the MAS so that 
the system meets managers’ information needs. 
The system’s ability to meet the managers’ chang- 
ing information needs in an innovative organisa- 
tion is vital for the system’s relevance. If the 
system does not provide the necessary informa- 
tion, managers will simply ignore it, thereby 
making it irrelevant to their decision-making pro- 
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cess (Johnson and Kaplan, 1987; Johansson, 
1990). 


Appendix A 

Manufacturing systems in the sample 
organisations 

Please read the following descriptions and then an- 
swer the questions that follow. 


FIRM A produces its products mainly to order; it 
organises its manufacturing processes as such that 
the products are generally manufactured just on 
time to deliver customer orders. The firm makes 
arrangements with its suppliers to receive supplies 
according to the requirements of its manufacturing 
processes. Consequently, the firm’s inventory of 
raw materials and finished products are almost al- 
ways at the minimum level set out by the 
management. 

For purposes of this study, firm A is presumed to 
have adopted a just-in-time (JIT) manufacturing 
approach. JIT is defined as a system under which 
the goods in one stage of the production-sales cy- 
cle are completed just prior to being needed at the 
next stage 


FIRM B produces its products generally uninter- 
rupted by the timing of receiving and delivery of 
customer orders. Manufacturing functions in the 
firm are performed to attain the production targets 
set out by the management. The timing and quan- 
tities of orders for supplies are worked out ac- 
cording to the planned production targets. Com- 
pleted products are generally transferred from the 
factory floor to the godown (warehouse) where the 
finished products wait for shipments. 


. For purposes of this study, firm B is presumed to 


be a non-adopter of a JIT manufacturing 
approach. 


Question 1: 
Which firm (A or B) represents your com- 
pany? Please tick against A or B below. 


A 
B 


Question 2: 
If your answer for question 1 above is A, how 
long has your firm been using the JIT 
approach? 

years 

Question 3: 
Is the accounting system in your organisation 
computerised and online? 
Yes No 
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Appendix B 

Provision of the MAS information in the 
sample organisations 

The following four questions were used to assess 
the amount of the mformation provided by 













organisation provide to the managers? 
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Consolidation principles and practices for 
the UK government sector 


David Heald and George Georgiou* 


Abstract—Government accounting reform has in certain industrialised countries become a recognisable component 
of market-oriented New Public Management reforms. A key dimension is the conversion of accounting from the 
traditional cash basis to accruals, usually anchored in GAAP as developed for that country’s private sector. Taking 
the UK proposals for Resource Accounting and Budgeting, this paper shows that issues concerning consolidation 
are proving both important and troublesome. After reviewing private sector experience with consolidation, the 
structure of UK central government is carefully mapped. The limited area for consolidation proposed by the UK 
Treasury as the basis for constructing Departmental Resource Accounts is criticised. Attention is paid to the com- 
plex structure of public service delivery, with much of that now done by quasi-public organisations outside both 
the proposed departmental boundary and the national accounts aggregate of general government. This paper does 
not examine the related topic of Whole-of-Government Accounts. 


1. Introduction 


In recent years, significant changes have taken 
place in relation to government accounting across 
different countries. In the UK, these developments 
are included in a package referred to as Resource 
Accounting and Budgeting (RAB). This paper fo- 
cuses upon the extent and forms of consolidation 
which are appropriate for accruals-based govern- 
ment financial accounting and reporting. While 
due attention is paid to developments elsewhere, 
the importance of context makes it valuable to dis- 
cuss developments in relation to the specifics of the 
UK. : 

Some explanation of UK terminology is essen- 
tial! Resource Accounting (RA) refers to the 
alignment of central government accounting and 
reporting requirements with those for companies 
incorporated under the Companies Act (1985, 
1989), thereby complying with that body of prin- 
ciples and practice customarily described as “UK 
GAAP’. A significant element is the switch from 
cash to accruals. However, it is explicit in Treasury 


*The authors are at the Department of Accountancy, Uni- 
versity of Aberdeen. They wish to thank the following for help- 
ful comments: the participants of the ESRC/CIMA workshop 
on Public Sector Accounting at the University of Edinburgh; 
participants at seminars at the University of Oxford and at the 
World Bank; and the editor and referees of this journal. The 
research was financed by ESRC award RO0221618. Sole 
responsibility for the views expressed remains with the authors. 
Correspondence should be addressed to Professor Heald, De- 
partment of Accountancy, Edward Wright Building, Dunbar 
Street, Aberdeen AB24 3QY, Scotland. 

E-mail: d.heald@abdn.ac.uk 

l For ease of reference, a glossary of UK terminology ap- 

pears in the Appendix. i 


policy documents that differences in circumstances 
between the private sector and central government 
may necessitate certain modifications of, and ex- 
tensions to, UK GAAP; these have been incor- 
porated into the Resource Accounting Manual 
developed by the Treasury and approved by the 
Treasury-appointed Financial Reporting Advisory 
Board (FRAB). The Treasury established FRAB 
In April 1996 to act as ‘an independent element’ 
in the regulation of government accounting and 
reporting. The FRAB-approved Manual was re- 
leased by the Treasury in July 1997 and then for- 
mally published, including updating amendments, 
in April 1998 (Treasury, 1998b). 

Resource Budgeting (RB) has two components: 
the first is the conducting of the public expenditure 
planning process on a resource basis; and the sec- 
ond is the annual voting by Parliament of Supply 
(i.e. expenditure authorisation) on a resource ba- 
sis.2 The Treasury has frequently stressed that its 
commitment to adopt both components of RB is 
an important reason why the Treasury itself must 


2 Since the late 1960s, the Treasury has planned public ex- 
penditure by means of the Public Expenditure Survey (PES), 
conducted annually for (in recent years) a three-year planning 
period. Exceptionally, PES 1997 and 1998 were cancelled by 
Gordon Brown (Chancellor of the Exchequer in the Labour 
government elected in May 1997), so that priority could be 
given to a wide-ranging Comprehensive Spending Review. In 
June 1998, it was announced that annual surveys would no 
longer be held; aggregates fixed for three fiscal years were an- 
nounced in July 1998. However, the introduction of RB as from 
2001-02 would be accompanied by a survey in 2000 which 
would set aggregates on a resource basis for the years 2001-02 
to 2003-04. 
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have ultimate control over government accounting 
principles. 

The purpose of this paper is to evaluate UK 
proposals for departmental financial accounting 
and reporting, focusing upon the delineation of the 
consolidated reporting entity (i.e. the production 
of consolidated Departmental Resource Accounts 
(DRAs)). The topic of consolidating all DRAs 
with other accounts into Whole-of-Government 
Accounts is not addressed. There is nevertheless a 
connection between the issues because the Treas- 
ury explicitly connects RA with its macro-fiscal 
data requirements, which are driven by inter- 
national statistical standards for national ac- 
counts, notably the European System of National 
Accounts 1995 (Eurostat, 1996; Jones and Lider, 
1996). | f 

The paper is structured as follows. Section 2 re- 


views UK government proposals on consolidation. - 


Section 3 examines the substantive issues, dealing 
with the relevance of private sector experience and 
the specific UK public sector context. This discus- 
sion is also informed by international experience. 
Section 4 draws conclusions about UK develop- 
ments, which need to be located in the wider con- 
text of financial management reforms in central 
government. Certain important issues, such as the 
origins of these reforms and the linkage with New 
Public Management (NPM), are excluded from the 
remit of this paper. However, it should be noted 
that the architect of the UK reforms (Likierman, 
1995, 1996) has frequently portrayed accruals ac- 
counting and budgeting as reflective of an inter- 
national trend (Liider, 1988) and as a key part of 
the NPM agenda (OECD, 1993). Power and 
Laughlin (1992) have described these processes as 
the ‘accountingisation’ of the public sector. 


2. UK government proposals on public 
sector consolidation 


The then Chancellor of the Exchequer announced 
the RAB project in his November 1993 Budget 
Speech (Clarke, 1993). However, substantive de- 
tails were not available until July 1994, when the 
Treasury published a consultative Green Paper 
(Treasury, 1994). For the purpose of this exposi- 
tion, three diagrams focus attention upon the key 
issues concerning the area of consolidation for 
each DRA. i 
Figure 1 reproduces from the Green Paper the 
diagram which specified the scope of each DRA. 
The envisaged DRA covers the area of the prin- 
cipal circle, including the interior circles represent- 
ing executive agencies (both vote-financed and 
trading funds). A significant set of governmental 
bodies is therefore shown outside their respective 
DRAs: nationalised industries, Non-Departmental 
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Public Bodies (NDPBs), public corporations, Na- 
tional Health Service and local authorities (Dea- 
ton, 1996a; Deaton, 1996b). 

The Treasury’s definitive policy statement ap- 
peared asa White Paper in July 1995 (Treasury, 
1995a).? Figure 2 reproduces the relevant diagram 
from the White Paper, with certain modifications 
and elaborations.’ In Figure 2, everything within 
the circumference of the principal circle will again 
be consolidated in the DRA. The core department 
is the total area of the principal circle less the areas 
of the two interior circles and the area of overlap 
with the NDPB circle. One interior circle repre- 
sents vote-financed executive agencies; those agen- 
cies with trading fund status, though inside the 
DRA in Figure 1, are now outside. The second 


` interior circle represents NHS purchasers; NHS 


providers (almost entirely corporatised as NHS 
Trusts) are now cutside the DRA. This differs 
from Figure 1, where the NHS was entirely out- 
side. Compared with Figure 1, the treatment of 
NDPBs has become substantially more complex: 
the overlap of the NDPB circle with the principal 
circle represents those NDPBs which fall within 
the DRA. In practice, these are mostly unimpor- 
tant (in expenditure terms) advisory bodies and 
some small non-self-accounting Executive 
NDPBs.° All the tig-spending Executive NDPBs 
are outside the DRA. Moreover, all public sector 
organisations represented by circles entirely out- 
side the principal circle are beyond the departmen- 
tal boundary and therefore will not be 
consolidated. 

The shaded area of Figure 2 maps general 
government for the purposes of the national ac- 
counts. The definition of general government is of 
immense importance because of the way in which 
the Treasury has taken General Government Ex- 
penditure (GGE), or its variant GGE(X), as its 
ultimate control target (Thain and Wright, 1995).§ 


3 An overall exposition of the proposed UK reforms can be 
found in the report to Parliament by the National Audit Office 
(1996). 

4 Figure 2 differs from the equivalent Diagram 3 in the July 
1995 White Paper (Treasury, 19958) in three respects. First, the 
shaded area in Figure 2 denotes general government for na- 
tional accounts purposes. Second, Figure 2 makes explicit that 
NHS purchasers are inside the departmental boundary and 
NHS Trusts are outside, whereas the White Paper’s Diagram 
3 simply showed some overlapping between the principal circle 
and the NHS circle. Third, more detail is shown m Figure 2 
regarding NDPBs: the overlap between them and public cor- 
porations is shown, as is the fact that those NDPBs with the 
status of companies limited by guarantee are outside general 
government. 

5 See the Appendix far a discussion of the types of NDPB. 
In the text, the term ‘Executive NDPBs’ is used for con- 
venience, though the correct term is ‘Executive etc. NDPBs’ 
(reflecting the impertance of bodies with regulatory rather than 
executive missions). 

© See the entries for Control Total and Total Managed Ex- 
penditure in the Appendix. In national accounts, general 
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Figure 1: The 1994 Green Paper’s Departmental Boundary 
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Source: Redrawing of Figure 1 of Treasury (1994:12). 


Beyond the departmental boundary, general 
government includes local authorities and those 
NDPBs outside the departmental boundary which 
are neither public corporations nor companies 
limited by guarantee. There is an overlap between 
NDPBs and public corporations, particularly with 


government consists of central government and local authori- 
ties. Outside general government but part of the public sector 
are public trading enterprises and public financial enterprises; 
UK privatisation has transferred virtually all of these to the 
private sector. 
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regard to economic development bodies. More- 
over, some Executive NDPBs are incorporated as 
companies limited by guarantee and thereby classi- 
fied to the private sector in the national accounts. 

When RA is implemented in 2001-02, two forms 
of consolidation will be undertaken, with a third 


Public 





‘scheduled for later implementation. The DRAs of 


each of the 65 departments will consolidate organ- 
isations falling within the relevant departmental 
boundary. Moreover, organisations outside the de- 
partmental boundary will continue to follow the 
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for Executive accountability to Parliament, being 
aligned with the form in which Parlament au- 
thorises Supply; this is the context of the 1994 
Green and 1995 White Papers. The Treasury 
clearly views Parliament as the principal external 
user, given constitutional relationships in a parlia- 
mentary democracy. Moreover, the Treasury will 
itself use them as building blocks for broader con- 
structs, notably Whole-of-Central-Government 
Accounts and macro-fiscal aggregates defined on 
a national accounts basis. A significant change af- 
ter the May 1997 election has been that the Treas- 
ury now emphasises the place of RAB within fiscal 
policy, particularly in relation to the statutory 
Code for Fiscal Stability (Treasury, 1998a). 

There has been a long-running UK debate about 
the accountability and legitimacy of quasi-govern- 
ment bodies, often revolving around suspicions 
that patronage prevails in this ‘hidden’ or ‘moon- 
light’ world (Barker, 1982; Birkinshaw et al., 1990; 
Flinders and Smith, 1998). This paper restricts its 
attention to the financial accounting and reporting 
dimension. The most important of such bodies 
(usually Executive NDPBs) are outside the DRA, 
which will be published without any segmental dis- 
closure (e.g. executive agencies). As yet, there has 
been little public discussion of the balance to be 
struck between consolidation and disclosure. All 
self-accounting bodies will continue to publish 
their own accounts, irrespective of whether they 
fall inside or outside the DRA. In December 1998 
the Treasury proposed that FRAB’s remit should 
be extended to include the financial statements of 
all NDPBs and trading funds. Note that the orig- 
inal 1996 remit of FRAB was restricted to those 
bodies which the Treasury proposed would be con- 
solidated in the DRA. 


3. Consolidation in the public sector 


This key section of the paper is structured in the 
following way. Given that UK GAAP is being ex- 
tended to central government, it is useful to con- 
sider the relevance of private sector experience 
with consolidation. Attention then turns to the 
specific UK public sector context, beginning with 
problems in specifying the parent entity, before 
discussing alternative areas of consolidation. 


accounting is the priority. The Government undertakes 
to report on this in due course. 

The outcome of the subsequent scoping study, published in 
July 1998 (Treasury, 1998d), has brought a commitment to a 
Whole-of-Central-Government Account. However, such a con- 
solidation has not been seen as an integral part of RAB. Inci- 
dentally, the wording above (‘a simple aggregation of depart- 
mental resource accounts’) in the quotation from the Public 
Accounts Committee is unfortunate: the meaning should be 
taken as consolidation. 
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3.1. Relevance of private sector experience 

The very purpose of consolidation in the private 
sector is to transcend the question of legal rela- 
tionships so that economic entities can be reported 
upon. Subsidiaries will have a distinct legal iden- 
tity deriving from incorporation under the Com- 
panies Act. The decisive criterion for consolidation 
in UK GAAP is that of control and not that of 
ownership. Consolidated accounts bring in the fi- 
nancial position of all subsidiaries, some of which 
may be heavily indebted and, if not consolidated, 
would afford opportunities for off-balance sheet 
financing by the parent company. Moreover, con- 
solidation brings together the financial results of 
the parent and all subsidiaries, thereby eliminating 
opportunities for income smoothing through 
timely dividend payments from subsidiaries to the 
parent.’ 

In consequence, defining the boundary of a re- 
porting entity is of utmost importance, since this 
determines the entities which are encompassed by 
the consolidation report. A subsidiary is defined in 
the UK as any company which is controlled, 
directly or indirectly, by the parent or one over 
which the parent can exercise dominant influence, 
meaning that the parent can dominate the subsid- 
iary’s operating and financing decisions. Owner- 
ship is not considered as a separate criterion but 
is only regarded as an indicator of control. The 
current UK standard (FRS 2) insists that virtually 
all subsidiaries are consolidated,’ including those 
engaged in activities dissimilar to those of the rest 
of the group. For example, Marks & Spencer plc 
has since 1990-91 fully consolidated its subsidia- 
ries dealing in financial activities. Previously, it 
had followed the provisions of SSAP 14 (ASC, 
1978), which mandated that subsidiaries engaging 
in dissimilar activities should not be consolidated. 
These SSAP 14 provisions had opened up a 
mechanism which might have been used for off- 
balance sheet financing, thereby concealing the in- 
debtedness of groups. These considerations moti- 
vated the decisions of the Financial Accounting 
Standards Board (FASB, 1987) in the US and the 
Accounting Standards Board (ASB, 1992) in the 
UK to mandate consolidation. 

However, such use of regulation has been criti- 
cised in the agency-contracting literature as being 


8 It is not argued here that full consolidation is the only 
means of achieving this: the use of the equity method of ac- 
counting for inter-company investments produces a net profit 
figure which is identical to the one reported in the consolidated 
statements. 

? Under FRS 2 (ASB, 1992: para. 25), the exclusions from 
consolidation are subsidiaries: (i) which are held with a view to 
subsequent resale; (ii) where there are severe long-term restric- 
tions over the parent’s rights; and (iii) where their activities are 
so dissimilar from those of the rest of the group that their in- 
clusion in the consolidated statements would be incompatible 
with the obligation to give a ‘true and fair’ view. 
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economically costly. This literature has contended 
that the non-consolidation of subsidiaries engag- 
ing in dissimilar activities reflected the adoption of 
the most efficient contracting relationship, rather 
than opportunistic management behaviour in fi- 
nancial reporting (Mian and Smith, 1990). Such 
research findings did not, however, inhibit the 
ASB from extending the mandated area of con- 
solidation. The notion of ‘quasi-subsidiaries’ has 
been devised as a mechanism for pulling certain 
organisations within the net of consolidation. A 
quasi-subsidiary is defined in FRS 5 (ASB, 1995b: 
para. 7) as: 


‘a company, trust, partnership or other 
vehicle that, though not fulfilling the defini- 
tion of a subsidiary, is directly or indirectly 
controlled by the reporting entity and gives 
rise to benefits for that entity that are in sub- 
stance no different from those that would 
arise were the vehicle a subsidiary.’ 


This formulation was introduced to catch any 
company which is in substance part of the same 
economic entity, but which would not have quali- 
fied as a subsidiary under either the Companies 
Act 1989 or FRS 2. 

When devising accounting standards on consol- 
idation, private sector standard-setters did not 
explicitly state the conceptual basis of their requi- 
rements. Indeed, ED 50 (ASC, 1990) was the first 
UK pronouncement to refer to the potential use- 
fulness of consolidated statements to parent com- 
pany and minority shareholders. The former were 
identified as ‘the users for whom consolidated ac- 
counts are primarily prepared’ (para. 28). This 
view was reiterated in ASB’s draft Statement of 
Principles for Financial Reporting (ASB, 1995a: 
para. 7.17), though it was also acknowledged that 
consolidated statements may provide a frame of 
reference for other report users, such as the cred- 
itors of subsidiary companies. 

The conceptual approach adopted by ASB is a 
hybrid between the two major concepts of consol- 
idation, which both suggest that parent company 
shareholders are the primary external users of con- 
solidated statements but differ on the nature of the 
consolidated information which would best serve 
their interests. Proportional consolidation, for ex- 
ample, stresses the ownership interests of the par- 
ent company shareholders. Consolidated state- 
ments are viewed as a modification of the parent 
company financial statements in order to account 
for the ownership interests of the parent company 
in other entities. Consequently, only the parent 
company’s share of each subsidiary’s assets, liabil- 
ities, revenues, expenses, gains and losses are in- 
cluded in the consolidated statements. On the 
other hand, the entity concept considers consoli- 
dated statements to be those of an economic entity 
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which consists of a parent company and any com- 
pany controlled by it; consolidated statements are 
prepared for the purpose of reporting the re- 
sources which are controlled—rather than 
owned—by the parent company shareholders, and 
the results achieved with these resources. Unlike 
proportional consolidation, which excludes minor- 
ity interests from the consolidated statements, the 
entity concept includes them and, furthermore, 
doés not treat them differently from the control- 
ling (parent company) interests. This is because the 
minority sharehoiders are considered to be co- 
shareholders with the parent company sharehold- 
ers: both provide part of the capital of the eco- 
nomic entity.'° 


3.2. Specific UK public sector context 
3.2.1. Defining the parent——‘the government 
department’ 

Under the RAB proposals, the department is 
analogous to the parent company in the private 
sector context (ie. the entity which has control 
over other entities and is required to produce con- 
solidated statements). However, there is no clear- 
cut definition of a government department, in 
statute or elsewhere, though there are some de- 
partments with a statutory basis (e.g. the Inland 
Revenue and the offices of the utility regulators). 
Government offices and departments owe their es- 
tablishment and organisation, together with any 
powers .they possess and duties they perform, 
partly to the Royal Prerogative and partly to Par- 
liament (Bradley and Ewing, 1997).11 The meaning 
of the term ‘department’ depends on the particular 
context in which it is used; indeed, different official 
lists produce variable numbers of government de- 
partments (McLean and Clifford, 1996). Jordan 
(1994:44) concluded: 


‘The [search] for an understanding of the or- 
ganisation of British Government is best 
made by seeking historical explanations of 
particular arrangements than for a set of 
principles that underpin the complexity. Not 
only is the subject of Government lost in a 
fog, we have no reliable and accessible model 
or maps to help us through.’ 


However, this ‘disorder’ (Jordan, 1994: 11) ac- 
quires more practical importance when a govern- 


10 For comprehensive discussions of the different concepts of 
consolidation, ste Moonitz (1951), Walker (1976), Parker 
(1977), FASB (1991) and Taylor (1996). 

! The Australian standard (AAS 29), which also uses the 
government depertment as the reporting entity, defines it as ‘a 
government controlled entity, created pursuant to administra- 
tive arrangements or otherwise designated as a government de- 
partment by the government which controls it’ (AARF, 1993, 


para. 8). 
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ment department is defined to be the parent for 
the purposes of RA. 

The extension of UK GAAP to central govern- 
ment, notably the construction of balance sheets, 
renders these ambiguities more salient than under 
cash accounting (Heald and Georgiou, 1995). 
Lacking definitive guidance, the Treasury has 
adopted the existing Parliamentary voting and re- 
porting arrangements as the starting point for 
DRAs. At present, 65 DRAs (59 plus six for 
Northern Ireland departments) are envisaged 
(Treasury, 1996). The Treasury’s suggestion that 
the configuration of accounting entities would be 
an appropriate subject for consultation between 
departments and their select committees jars with 
the extension of (the increasingly rule-based) UK 
GAAP to central government. Successive UK gov- 
ernments have restructured the shape of central 
government for a complex mixture of motives, 
including improving the effectiveness of the ma- 
chinery of government and making work for 
would-be ministers. The implementation of RAB 
is unlikely to alter such political realities. How- 
ever, there are substantial practical implications 
for how such mergers and demergers of depart- 
ments will be accounted for, and the demands on 
information systems for data about shuffled com- 
ponents, so that a reasonable level of data com- 
parability over time can be secured. 


3.2.2. Area of consolidation 

Sensitivity to the prerogatives spelled out in suc- 
cessive editions of the “bible’ of parliamentary pro- 
cedure, Erskine May (Boulton et al., 1989; Limon, 
McKay et al., 1997), led the Treasury to adopt a 
consultative, consensus-seeking style in its dealings 
with Parliament on the RAB project. This has dif- 
fered markedly from Treasury practice concerning 
public expenditure planning, where fundamental 
changes are often sprung without warning (Heald, 
1995). However, the Treasury has proved unyield- 
ing in its view that the area of consolidation for 
DRAs should be highly restrictive. The adjustment 
in the departmental boundary between the 1994 
Green Paper and the 1995 White Paper was a 
limited technical one, conceding nothing of sub- 
stance to those who argued during the consulta- 
tion phase for more extensive consolidation.” 
While there has been much emphasis upon the 
benefits of applying UK GAAP to central govern- 
ment (Likierman, 1995), the area for consolidation 
was determined as a firm policy decision by the 


12 CIPFA (1995: paras. 2.2427) considered that the applica- 
tion of FRS 2 would ‘confirm the “exclusion” of the nation- 
alised industries, public corporations and local authorities from 
departments’ resource accounts’, but suggested that National 
Health Service bodies and non-Executive NDPBs should be 
brought within the scope of the DRA. 
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Treasury, long before FRAB had been conceived 
of, still less constituted. 

The Treasury’s prescription of the area of con- 
solidation is reminiscent of the ways in which the 
Accounts Directions of Executive NDPBs have 
sometimes been used; namely, prescribing account- 
ing treatments which conflict with UK GAAP and 
arguably with statutory requirements in the rele- 
vant primary legislation to follow ‘best commercial 
practice’. The principal substantive argument used 
for restricting consolidation has been that Execu- 
tive NDPBs, nationalised industries and local au- 
thorities are ‘constitutionally independent bodies’ 
and that ownership of assets and liabilities is not 
vested in the department (Treasury, 1994: para. 
2.22). This is a surprising argument in that con- 
solidation in the private sector has been about 
piercing the ‘veil of incorporation’. A subsidiary 
argument used by the Treasury has been that the 
departmental boundary defined in the proposed 
way would correspond to the responsibilities of the 
Department’s Principal Accounting Officer. Irre- 
spective of these arguments, it is clear that the 
Treasury's requirements concerning the area of 
consolidation are in conflict with UK GAAP, and 
they also differ from the Australian standard 
(AAS 29) that requires departments to consolidate 
all entities which they control." Control of an en- 
tity is defined in AAS 29 as: 


‘the capacity of an entity to dominate de- 

cision-making, directly or indirectly, in rela- 

tion to the financial and operating policies of 

another entity so as to enable that other en- 

tity to operate with it in pursuing the objec- 

tives of the controlling entity (AARF: 1993, 
' para. 8). 


3.2.3. Measures of control in the public sector 

In the private sector, control is inextricably 
linked to the operation of various kinds of own- 
ership rights, whereas everything is much fuzzier 
in the public sector. Behaviour in the public sector 
is more difficult to predict, not least because there 
is much more scope for decisions to be contested. 
There is a huge political science literature on the 
nature and ambiguities of control: see, for exam- 
ple, Dunsire (1985) and Wirth (1985). Given the 
definition of the department as the reporting en- 
tity, it is beyond the scope of this paper to fully 
explore the concept of control in the public sector. 
Such a pursuit would most probably lead the dis- 
cussion away from departmental reporting and 
back to the issue of Whole-of-Government Ac- 
counts. The focus here is with the concept of con- 
trol as relevant to the specific and more limited 


‘+The general purpose financial report of the government 
department shall encompass all entities controlled by the 
government department’ (AARF, 1993: para. 24). 
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purpose of determining those entities controlled by 
the department. 

In the private sector, subsidiaries have a legal 
identity deriving from incorporation under the 
Companies Acts, while public sector bodies are 
frequently incorporated pursuant to, Acts of Par- 
liament. Though it is customary to speak of assets 
being vested in a Crown body, it is not customary 
in the UK to speak of one Crown body having an 
ownership interest in another Crown body: this 
limits the easy transfer of the commercial analogy 
of looking to ownership as an indicator of control. 

In order to establish what constitutes control in 
a public sector context, crucial questions must be 
addressed about the nature of relationships be- 
tween a department and its NDPBs, and between 
those NDPBs and the quasi-public sector bodies— 
classified to the private sector by the Office for 
National Statistics—which actually undertake 
much service delivery. In the context of extensive 
purchaser-provider separation, the Treasury may 
liken purchaser-provider relationships to commer- 
cial relationships in the market sector, as, for in- 
stance, between Marks & Spencer plc and textile 
firms for which it is the dominant purchaser. It is 
therefore necessary to explore the nature of the 
relationships between, for example, the Depart- 
ment of the Environment, Transport & Regions 
and the Housing Corporation and housing associ- 
ations; and between the Department for Education 
and Employment and the Higher Education Fund- 
ing Council for England (HEFCE) and Higher Ed- 
ucation Institutions (HEIs). 

One indicator of control is the right of the rel- 
evant Secretary of State to appoint the majority of 
members of the board, which is the case with the 
Housing Corporation and HEFCE, but not with 
housing associations or HEIs. The Companies Act 
1989 and FRS 2 set out criteria to indicate that a 
company is the subsidiary of another company; 
these include that the parent: 


‘(a) holds a majority of voting rights in it or 
(b) is a member and has the right to appoint 
or remove a majority of its board of directors 
or (c) has the right to exercise dominant in- 
fluence over the undertaking’ (FRS 2, para. 
14: ASB, 1992). 


Condition (a) is of modest relevance only; UK 
public sector organisations are rarely constituted 
as companies with shareholdings and therefore 
there is no parallel to membership. Regarding (b), 
there is a trend in certain policy areas (e.g. higher 
education and research) for ministers to abrogate 
this power of appointing a majority of board 
members. Regarding (c), the mechanisms in the 
private sector for exercising dominant influence 
would be by provisions in the articles of associa- 
tion of the controlled undertaking, or a written 
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control contract which has been authorised in the 
memorandum or articles of association of the con- 
trolled undertaking and which does not breach any 
law. 

It is a characteristic feature of NPM that public 
service delivery increasingly takes place through 
entities outside the departmental boundary, estab- 
lishing relationships with departments or funding/ 
purchasing bodies which Sizer (1992: 29) has char- 
acterised as ‘vertical quasi-integration’. After the 
implementation of NPM reforms, control is fre- 
quently exercised through contracting and funding 
mechanisms. '* 

Figure 3 reproduces the entries in Figure 2 re- 
lating to the NHS and NDPBs/public corpora- 
tions, extends the diagram to show the relevance 
of the quasi-public sector and introduces the issue 
of public employee pension schemes. Beyond the 
DRA, there is a constellation of ‘moons’ which 
themselves may have ‘satellites’, Quite often, the 
core department will feed moons which in turn 
feed satellites, with the payments being described 
as grants or as contractual payments for output. 
Three cases will now be considered for the insights 
they bring into the difficulty of operationalising 
control and accounting for transactions across the 
boundary. They raise the question as to whether 
organisations which are fiscally dependent upon a 
department. should be regarded as controlled by 
that department, and draw attention to the oppor- 
tunities for off-balance sheet financing which occur 
when fiscally dependent organisations are excluded ` 
from the area of consolidation. 

The first case to be discussed with reference to 
Figure 3 concerns the NHS. The assets and liabil- 
ities of about 550 NHS Trusts are outside the rel- 
evant DRAs.'> When NHS Trusts finance capital 


14 Insights can be gained from US experience in relation to 
the regulation of state and local governments, which is under- 
taken by the Government Accounting Standards Board 
(GASB). In particular, GASB 14 uses ‘fiscal dependence’ as a 
test for financial accountability, which it takes as the criterion 
for determining the boundary of the reporting entity: “The 
definition of the reporting entity is based primarily on the no- 
tion of financial accountability. A primary government is fi- 
nancially accountable fer the organisations that make up its 
legal entity. It is also financially accountable for legally sepa- 
rate organisations if its officials appoint a voting majority of 
an organisation’s governing body and either it is able to impose 
its will on that organisation or there is a potential for the or- 
ganisation to provide financial benefits to, or to impose specific 
burdens on, the primary government. A primary government 
may also be financially accountable for governmental organi- 
sations that are fiscally dependent on it’ (GASB, 1991, 
summary on unnumbered page). Walker (1995) also emphasi- 
sed fiscal dependence as a criterion for consolidation in his pa- 
per informed by Australian experience. 

15 The NHS is managed separately in each of the four ter- 
ritories of the UK, so that four DRAs will be involved: De- 
partment of Health; Scottish Office; Northern Ireland Depart- 
ment of Health and Social Services; and Welsh Office. An 
additional complication is that the NHS is now a devolved 
function in Scotland, Weles and Northern Ireland. 
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Figure 3: Resource Accounting and the Quasi-Public Sector 


PFI 
Conso 


a 


’ 





Source: Developed as an extract from Figure 2. 


ive) 


f such consortia would be a form of 


within the DRA (NHS purchasers) and 


wing o 


tions 


Trusts), and again between NHS Trusts and PFI 


consortia. In particular, the (potentially extens 
off-balance sheet finance for the public sector. If 
NHS Trusts had themselves been allowed to bor- 


isa 
in this 
borro 


lOns m 


e part of the NHS funct 


t 


minu 


way, though there are plans for a massive exten- 
f this model. A number of questions arise 


about the nature of the contracts between orgán- 


sion O 


tiative (PFT), the assets are owned, financed and public sector bodies outside the DRA (NHS 


asset acquisition through the Private Finance 
operated by private sector consortia. At present, 


only a 


162 


row from the private sector, this would have been 
outside the Public Sector Borrowing Requirement 
(as public corporations they are outside general 
government). The reconfiguration of public service 
delivery through NPM reforms has therefore ac- 
centuated the importance of mapping commit- 
ments which arise from contractual mechanisms 
such as the PFI.'* Borrowing by PFI consortia is 
classified as private borrowing. This is unsettled 
territory in terms of accounting treatments. The 
July 1997 issue of the Resource Accounting Man- 
ual postponed discussion of the treatment of PFI 
schemes until Treasury guidance was available. 
Subsequently, ASB (1997, 1998) has published its 
standard (FRS 5A), which would bring more as- 
sets on-balance sheet than the Treasury’s interim 
guidance (Treasury, 1997). At the time of writing, 
it remains unclear whether the Treasury will man- 
date compliance with FRS 5A. 

The second case highlighted by Figure 3 occurs 
when the department feeds NDPBs outside the 
DRA. These then feed organisations (technically 
private, but best viewed as quasi-public because of 
their overwhelming dependence on public funds) 
which may then enter into contracts with PFI con- 
sortia which finance, own and operate assets. Four 
examples can be cited, relating to: HEIs; non-local 
authority social housing; economic development 
including training; and tourist promotion. The 
Scottish Office (parent department) funds the Scot- 
tish Higher Education Funding Council (Executive 
NDPB which is outside the DRA but within gen- 
eral government), which funds HEIs (technically 
private, though really quasi-public), which build 
residences and teaching buildings through PFI 
contracts (Livingston, 1997). The Scottish Office 
also funds Scottish Homes (Executive NDPB 
which is outside the DRA and is also a public cor- 
poration), which funds housing associations (tech- 
nially private, though really quasi-public), which 
borrow on the security of the full value of their 
highly subsidised assets. Similarly, the Scottish 
Tourist Board (Executive NDPB), funded by the 
Scottish Office, itself funds the network of Area 
Tourist Boards (ATBs), which are statutory bodies 
established under the Local Government (Scot- 
land) Act 1994. In none of these three examples is 
there consolidation of the service delivery organi- 
sations with the funders. The fourth example is the 
exception; the Scottish Office funds Highlands & 
Islands Enterprise (HIE) (Executive NDPB which 
is outside the DRA and is also a public corpora- 
tion), which in turn funds Local Enterprise Com- 
panies (LECs), which are companies limited by 
guarantee. The financial relationships between 


16 Moonitz (1951: 24) cited the private sector example of 
Bethlehem Steel which consolidated Cambria Iron Company, 
in which it owned no shares but had leased all its assets under 
a 999-year lease. 
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HIE and its LECs have attracted an untypical level 
of media and political attention. 

Sectoral consolidation is found in Highlands & 
Islands Enterprise Network Accounts 1995-96 
(Comptroller & Auditor General, 1996), which 
from that year are required to be produced in 
accordance with Section 227 of the Companies Act 
1985, exemption having previously been granted 
through a Treasury-approved Accounts Direction 
(Scottish Office, 1992). This sectoral consolidation 
is entirely outside the general government bound- 
ary. The stricter terms of FRS 2, compared to 
those of SSAP 14, in terms of allowing exclusion 
from the area of consolidation, reinforced the 
Companies Act requirement and led to audit qual- 
ifications in 1992-93, 1993-94 and 1994—95 for the 
non-consolidation of LECs, whereas there had 
been no qualification in 1991-92 (HIE’s first ac- 
ccunting year). In assence, the audit qualification 
was a challenge to the Accounts Direction. Fol- 
lowing the issuing of a new Accounts Direction 
(Scottish Office, 1996), HIE fully complies with 
FRS 2. A consequence of these developments is 
that there are Balance Sheets for HIE and for the 
HIE network, but an Income & Expenditure Ac- 
count and Cash Flow Statement only for the HIE 
network. This occurs despite the fact that HIE is 
within the public sector and the LECs are in the 
private sector for national accounts purposes. 

The third case highlighted by Figure 3 concerns 
the relationship between public and quasi-public 
bedies and the pension funds established for their 
employees. These may be funded schemes (in 
which case the concern is whether they are in def- 
icit), or notional schemes (in which case the Ex- 
chequer is directly or indirectly liable to pay the 
pensions when these become due). The employees 
of departments are likely to be in notional pension 
funds; in recent years, departments have each year 
been charged with an amount equal to the em- 
ployer cost of the future benefits accrued by em- 
ployees in post in that year. However, the Civil 
Service Superannuazion Scheme is a liability of the 
government as a whole, not of individual depart- 
ments. These liabilities are therefore excluded from 
DRAs, though the Treasury has promised that 
‘scheme statements’ will be presented to Parlia- 
ment. A Public Accounts Committee (1996) hear- 
ing on the chronic mismanagement of the notional 
Teachers’ Superannuation Scheme (England and 
Wales) revealed, almost in passing (Bichard, 1996), 
that a funded scheme would need to stand at £70 
bn—the equivalent of 23.4% of GGE(X)!*—in 
1995-96. Even in tbe case of funded schemes, the 
financial cost of downsizing public organisations 
is frequently met in part by early retirement pack- 
ages involving charges on the pension fund. In 


17 GGE(X) is the public expenditure aggregate which the 
Treasury (1998c) targets Tor macroeconomic policy. 
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such cases, it will be the quasi-public bodies which 
are legally liable for outstanding liabilities, though 
their heavy dependence on public funds puts the 
Exchequer at risk. 

Taking Figures 2 and 3 together, there are six 
boundaries of importance: 


(a)the departmental boundary for the DRA (as de- 
fined by the Treasury); 

(b)the ‘government’ boundary (as would be de- 
fined by the unconstrained application of UK 
GAAP); 

(c)the central government boundary as defined by 
the Treasury in accordance with the interna- 
tionally prescribed System of National Ac- 
counts 1993 (SNA) (Inter-Secretariat Working 
Group on National Accounts, 1993) and its EU 
variant, the European System of Accounts 1995 
(Eurostat, 1996); 

(d)the general government boundary (as defined 
on the above national accounts basis); 

(e)the relevant boundary as defined for the pur- 
poses of the Maastricht Treaty and used to 
monitor compliance with the Excessive Deficits 
Protocol (Office for National Statistics, 1997); 
and 

(D the fuzzy boundary of the public plus quasi- 
public sector. 


Except in the case of boundary (f), this listing 
uses terms in a Strict technical sense, following 
SNA and UK GAAP. A practical difficulty is that 
much public discussion uses terms like ‘govern- 
ment’ and ‘public sector’ in ways which are, delib- 
erately or unintentionally, lacking in precision. Al- 
though this paper is primarily concerned with 
boundary (a), the macro-fiscal context and public 
policy framework mean that the importance of 
these wider boundaries must not be neglected. 

It is evident from the above that multiple score- 
keeping systems will cause confusion and may be 
exploited for purposes of creative accounting. 
Examples, including the PFI and private borrow- 
ing by housing associations, have already been dis- 
cussed. Two topical examples complete this sec- 
tion. First, the Education and Employment 
Committee (1997: para. 33) of the House of Com- 
mons has made a proposal designed to ‘resolve’ 
the accounting difficulty that student loans will 
count against the PSBR. Instead of the govern- 
ment itself borrowing, HEIs would borrow 
through a not-for-profit trust, with the “bad debt 
provisions’ being ‘underwritten’ by the Treasury. 
There are several examples, both in the Commit- 
tee’s report and in the accompanying evidence vol- 
ume, of how lobbies linked to spending depart- 
ments will ‘pick and choose’ between accounting 
rules. Having welcomed RA (and urged its ad- 
vanced implementation concerning student loans), 
the Report then intriguingly claimed it an advan- 
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tage that ‘the cost of meeting the bad debt provi- 
sion would be many years down the line’ (paras. 
31 and 33). 

Second, two reports commissioned by the Char- 
tered Institute of Housing have argued the case for 
establishing local housing companies as a mechan- 
ism for taking local authority borrowing for coun- 
cil housing outside the PSBR (Hawksworth and 
Wilcox, 1995; Radcliffe, Hawksworth and Glan- 
ville, 1996). One of the arguments advanced is that 
this would put local authorities on to the same 
basis as housing associations. Whatever the sub- 
stantive merits of these two cases, neither lobby 
affects to know of other good causes which might 
also benefit from creative accounting! 


4. Conclusions 


This investigation of consolidation issues, seem- 
ingly highly technical and narrow in focus, raises 
a number of issues of fundamental principle, both 
about accounting as applied to government and 
about the meaning of concepts widely appealed to 
in discussions of government, such as account- 
ability, control and transparency. The topic there- 
fore has both substantive importance (‘seeing the 
whole picture’) and procedural importance (re- 
stricting the area of consolidation was a Treasury 
decision pre-dating the establishment of FRAB). 
Moreover, this paper has cast light upon some of 
the ways in which the government sector is rele- 
vantly different from the private sector when ac- 
cruals accounting is in operation. 

First, the idea of control is substantially more 
difficult to operationalise. Moreover, pursuit of 
the idea of control may raise conflicts with other 
principles, such as accountability. If interpreted in 
terms of fiscal dependence, the criterion of control 
might lead to a vastly expanded area of consoli- 
dation in UK government, embracing both 
separately elected local authorities and even those 
parts of the quasi-public sector which most ob- 
servers would regard as primarily private in 
character. Whereas appeal to GAAP provides a 
welcome safeguard against manipulation by pre- 
parers, such anchoring should not inhibit the 
search for styles of government financial reporting 
which address user needs and reflect institutional 
context (International Federation of Account- 
ants—-Public Sector Committee, 1998; Office of the 
Auditor General of Canada and United States 
General Accounting Office, 1986). In particular, 
the application of UK GAAP to government con- 
fronts problems originating from the way in which 
government confers unrequited benefits (e.g. cap- 
ital grants to finance asset acquisition) outside the 
departmental and general government boundaries, 
thereby creating a new asset which it does not own 
but over whose use it may retain substantial influ- 
ence. In some cases, extending the area of consol- 


164 


idation based on the notion of control would re- 
solve this problem, yet there would also be cases 
when the resulting asset is genuinely privately 
controlled. 

Second, problems arise as to the appropriate 
methods of accounting for transactions across the 
DRA boundary, especially when this has been 
_ drawn in a restrictive manner. One of the most 
obvious effects of NPM reforms has been to fur- 
ther fragment the machinery of government and 
confer private sector status on various activities, 
thereby heightening the importance of accounting 
as a mechanism for portraying the broader picture. 
The full implications for the Treasury of having 
established FRAB, with direct links to ASB 
through overlapping membership, may not have 
been digested. In particular, the Treasury has al- 
ways valued its control of public expenditure def- 
initions as a device for policy presentation and ob- 
fuscation. Notwithstanding current rhetoric about 
transparency, this seems unlikely to change. It 
therefore seems likely that its current conflict with 
ASB over the PFI will be replicated on other issues 
(Broadbent and Laughlin, 1999), especially when 
‘doing good by stealth’ (much-needed hospitals) 
clashes with ‘honest accounting’ (off-balance sheet 
finance). These issues concerning accounting reg- 
ulation raise the possibility that it is indeed the 
adoption of an accruals basis for government ac- 
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counting which is forcing into the open irrational 
or hitherto tacit understandings about the machin- 
ery of government. 

Third, there is a surprising lack of disclosure re- 
quirements concerning the relationship of the con- 
solidated entity with entities (e.g. NDPBs) which 
are excluded from the area of consolidation. The 
rather unique and complex nature of these rela- 
tionships deserves full disclosure in the Notes to 
the DRA. Such disclosure would enhance the 
transparency of a department’s financial affairs, 
allowing report users to produce, if they wish, 
‘home-made’ consolidations. What makes disclo- 
sure particularly important is that there are inev- 
itably problems attached to the interpretation of 
government financial statements, whether consoli- 
dated or not. Obvious among these are that lia- 
bilities (e.g. unfunded pensions) are much more 
under the discretionary control of government 
than would ever be the case for private sector de- 
cision-makers. Moreover, future tax revenues 
(which will be the means of meeting these liabilities 
as they mature) are not capitalised, thereby aggra- 
vating the difficulty of interpreting the ‘General 
Fund’. One of the greatest concerns is that the 
DRA, defined as the reporting entity, is ‘evacu- 
ated’ of both assets and liabilities, which are then 
transferred ‘outside’. 
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Appendix: Glossary of UK terminology 


Appropriation 
Account 


Control Total 


Departmental 
Resource Account 


(DRA) 
Executive agencies 


General Fund 


GGE(X) 


Non-Departmental 
Public Bodies 
(NDPBs) 

Public Expenditure 
Survey (PES) 


Resource Accounting 


Resource Budgeting 


Supply 


Total Managed 
Expenditure 


UK generally 


accepted accounting 
practice (GAAP) 


The end-of-year cash-based account which compares amounts authorised by 
Parliament in Supply Estimates with actual cash payments made and receipts brought 
to account and explains any substantial differences. One is prepared for each Vote. 


From 1993-94 to 1998-99, the Treasury has focused upon this control aggregate, in 
order to deliver its objectives for the broader—but less directly controllable—GGE(X). 
The Control Total excludes cyclical social security, privatisation proceeds, central 
government debt interest and miscellaneous accounting adjustments. 


The accruals-based consolidated account for each department, prepared in conformity 
with the Resource Accounting Manual, scheduled to replace the Appropriation 
Account as from 2001-02. 


Launched in 1988 as the ‘Next Steps’ programme, much of central government 
activity is now conducted through executive agencies which are intended to have 
greater managerial autonomy. They are all self-accounting, and many have moved 
from cash to accruals in advance of their parent departments. Most are on-Vote (i.e. 
all their expenditure and income appears in the relevant Estimate line) but some have 
trading fund status (with only their external financing from the department being 
voted). In the national accounts, trading funds are treated as public corporations. 


In a department’s accounts the balance on the General Fund represents its total assets 
less liabilities to the extent that it is not represented by other reserves. 


General Government Expenditure (GGE) is drawn from the national accounts which 
are prepared by the Office for National Statistics. However, as its macro-fiscal control 
target, the Treasury has focused for some years on a variant, known as GGE(X). This 
is defined as: GGE + privatisation proceeds — general government interest and 
dividend receipts — lottery expenditure. 


This is a heterogeneous category of government organisations, which the Cabinet 
Office categorises into three types: Executive etc., advisory and tribunals. 


The annual! review of public expenditure plans, for three years ahead, which has been 
conducted on broadly comparable lines since the 1960s. However the incoming 
Labour government in May 1997 abolished the 1997 and 1998 PES rounds, 
substituting instead the Comprehensive Spending Review which fixed the new control 
aggregates for three years ahead. The first resource-based survey will be conducted in 
2000, for the years 2001-02, 2002-03 and 2003-04. 


The application of accruals accounting to central government; more specifically, the 
adoption of accounting standards as applicable to private sector companies, though 
subject to modifications devised by the Treasury in the light of particular 
circumstances in the central government sector. 


Resource Budgeting covers planning and controlling public expenditure on a resource 
accounting basis. 


Money voted by Parliament annually on the basis of departments’ estimates of 
payments and receipts likely to arise in the year, to meet the services shown in 
Estimates. Estimates are statements presented to the House of Commons of the 
estimated expenditure of departments which ask for the necessary funds to be voted. 
An individual Supply Estimate is called a Vote because the procedure by which 
Parliament authorises expenditure is to vote Supply. 


As from 1999-2000, there is a new control framework, albeit still on a cash basis. 
Total Managed Expenditure consists of Departmental Expenditure Limits (set firmly 
for three years ahead) and annually managed expenditure (whose composition is still 
reviewed annually). As from 2001-02, these aggregates will be recast in both resource 
and financing requirement (mostly cash) terms. 


The accounting and disclosure requirements of the Companies Act 1985 and 
pronouncements by the Accounting Standards Board (principally accounting standards 
and Urgent Issues Task Force abstracts), supplemented by accumulated professional 
judgement. i 
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Book Reviews 


Tax and Optimal Capital Budgeting Decisions. Su- 
san Farrar. Ashgate Publishing (Aldershot), 1999. 
xi + 299 pp. 


I was interested to receive a copy of this book, 
which is based on Susan Farrar’s PhD disserta- 
tion, since it is almost 20 years to the day that I 
submitted my own PhD dissertation in a very 
similar area. Tax and Optimal Capital Budgeting 
Decisions focuses on a linear programming ap- 
proach to determining optimal investment and fi- 
nancing decisions in the face of the complexities 
of the UK tax system. My own dissertation was 
concerned with the general use of linear program- 
ming for the joint investment and financing deci- 
sion, though my modelling of taxation was fairly 
primitive. As a result of my own work, I came to 
the conclusion that linear programming for the 
joint investment and . financing decision was 
doomed to failure as a working tool. Essentially, 
discounting methodologies classified projects on 
economic criteria into good, poor and marginal. 
Linear programming merely refined marginal 
decisions about marginal projects at the cost of 
imposing an artificially rigid format into the plan- 
ning decision. Thus [ was interested to see what 
progress had been made in the intervening years, 
and whether the complexities of the UK tax system 
necessitated the use of formal optimisation pro- 
cedures such as provided by linear programming. 

The book itself follows the linear and formal 
structure of a doctoral dissertation, with relatively 
minimal concessions made to ‘popularising’ the 
ideas. Following a brief introduction, the next four 
chapters are essentially a review of the existing 
literature in related areas. Chapters six and seven 
present the contribution to the area, with chapter 
six presenting the model as developed by the au- 
thor and chapter seven the results of running the 
model. Chapter eight presents a brief (four-page) 
review of the contribution. The book is supported 
by appendices, mainly detailing the programming 
code written for the commercial mathematical pro- 
gramming package XPRESS-MP that was used 
for building the model. There is an extensive and 
eclectic set of references but no index. 

Returning to the earlier chapters, chapter two is 
a review of some of the ways the intricacies of the 
tax system influence investment decisions. Thus, 
after a discussion of the impact of capital allow- 
ances we are treated to a review of tapering relief 
for small companies, the impact of ACT on divi- 
dend policy and a detailed discussion of the gen- 
eral impact of surplus ACT. Provisions for trans- 
fer of losses between members of groups are 
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illustrated by simple examples. Chapter three is a 
fairly brief review of investment appraisal tech- 
niques in theory and of the practice as identified 
in surveys by different authors. The fourth chapter 
looks at taxation and corporate financial policy, 
the impact of taxation on the cost of capital and 
the leasing decision. Chapter five is a historical, as 
opposed to analytical, review of work in the area 
of linear programming and financial planning. It 
essentially defines the niche into which the current 
thesis fits—that of a model which incorporates the 
complexities of corporate taxation. Although these 
chapters are apposite to the subsequent develop- 
ment of the model and identify the context of the 
work, they do not in themselves offer new insights. 

Chapter six describes the detailed structure of 
the mathematical programming model. The chap- 
ter focuses on the structure of constraints that 
model mutual exclusivity, tapering relief for small 
companies and losses carried backwards or for- 
wards and provisions for group relief. The objec- 
tive function is the simple economic criterion of 
the value of the firm as represented by the present 
value of dividends. 

Chapter seven explores the results of running 
the model with restrictions on corporate financing 
policy such as the debt equity rate and dividend 
growth. The impact of specific tax effects, such as 
unutilized ACT offset capacity and group election 
for ACT payments are also explored. An attempt 
is made to incorporate uncertainty by an iterative 
procedure involving a three-state CAPM. While 
the complexity of the analysis and the challenge of 
modelling justify the doctoral award, the book is 
not going to have a wide appeal. Doctoral theses 
seldom do. It is essentially a book for those who 
want to examine the use of optimising models of 
the joint investment and financing decision. It 
should also provide useful insights for those who 
prefer to adopt a spreadsheet approach to the 
modelling of complex tax situations. The question 
arises whether this work convinces me that such 
models now offer a viable methodology for the so- 
lution of the joint problem of investment and fi- 
nancing strategies. My own view remains unchan- 
ged. Linear programming copes badly with data 
uncertainty. Non-programmed searches for 
strategies using spreadsheets still provide a more 
viable option for exploring investment and financ- 
ing decisions, even in the face of the very real com- 
plexities of the UK tax system. 


University of Bristol David Ashton 
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Management Buy-outs and Venture Capital Into 
the Next Millennium. Edited by Mike Wright and 
Ken Robbie. Edward Elgar, Cheltenham, 1999, xiv 
+ 354 pp. £69.95. 


The Centre for Management Buy-Out Research at 
the University of Nottingham Business School, of 
which Mike Wright is the Director and Ken Rob- 
bie Deputy Director, is well known for its role in 
monitoring trends in the management buy-out sec- 
tor, and wide ranging research into many facets of 
the venture capital industry. This book is a com- 
pilation of academic papers presented at a sym- 
posium to celebrate the 10th anniversary of the 
centre, and its declared aim is to ‘analyse the pros- 
pects for MBOs and venture capital into the next 
millennium’. The text comprises a total of 14 dif- 
ferent academic papers which span a whole range 
of topics from generic characteristics of the UK 
venture capital industry, through relationship 
banking, to the consequences of venture capital in- 
vestment on accounting information systems. The 
breadth of coverage makes the book very useful 
for academics interested in the detail of research 
trends in the field, as well as those seeking a 
broader understanding of the issues pertinent in 
the venture capital industry. In this regard also, 
the book provides a useful basis for selective re- 
ferencing of readings for a final year under- 
graduate/post-graduate corporate finance course. 
In particular Chapter 3, authored by the text’s ed- 
itors, offers an up-to-date review of sources of 
funding, patterns of investment, rates of return 
and exit routes for venture capitalists in the UK 
and European markets. 

A further strength of the book is the way in 
which the editors suggest that academic research 
in the field can be categorised as addressing either 
industry/market level topics, and firm level topics. 
They note that, to date, little work has been done 
which links the two levels of industry and firm, 
and suggest a number of areas for future research, 
which include study of the cost of the information 
search by venture capitalists, the use of perform- 
ance related contracts, e.g. equity ratchets, and the 
development and testing of bargaining models for 
investment contracts. 

The book may be criticised, however, for the 
minimalist editing which seems to have taken 
place, which in my opinion has resulted in some 
of the great potential of such a book remaining 
unexplored. Some individual papers raise impor- 
tant issues, or express views which directly conflict 
with those of other authors in the book, but the 
editors have failed to include text which explicitly 
links papers, and they do not initiate any form of 
critical debate on contested issues. One example of 
where editors’ intervention in this way might have 
been useful relates to the topic of realisation of a 
venture capital investment via an initial public of- 
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fering (IPO) or trade sale. The introductory chap- 
ter by Wright and Robbie includes brief discussion 
of the research evidence on the issues associated 
with investment realisation. This is complemented 
by detailed evidence in the Bygrave and Timmons 
paper (Chapter 2) on EPO trends in the US 
1990-1995, brief comment on IPOs in eastern Eu- 
rope in Chapter 4, and further detailed discussion 
of the performance of European IPO markets by 
Leleux and Muzyka in Chapter 13. At no point, 
however, do the editors draw the reader’s attention 
to the variety of comments on IPOs; they are dis- 
covered only if all of the papers are read in full. 
The book would, I believe, have benefited from the 
adoption of a more topic-based grouping of the 
chosen papers, with editorial comment on the core 
issues associated with that topic. 

Editorial comment would also have been useful 
in relation to some of the opposing views which 
are scattered throughout the book. For example, 
Bygrave and Timmons (p. 55) forecast that for the 
year 2000 and beyond ‘there will be even more em- 
phasis on classic venture capital in all industrial- 
nations’. ‘Classic’ in this context refers to invest- 
ment in early stage ventures, as opposed to “mer- 
chant’ capital, which denotes investment in more 
mature companies and MBOs. Evidence from the 
EVCA, quoted in Chapter 1, points in precisely the 
opposite direction, with only 6.5% (by annual 
value) of European venture capital investments in 
early stage and start-ups, and comment by the 
authors that the focus of attention is shifting in 
favour of investing in restructuring, including 
MBOs and buy-ins, rather than start-ups. These 
differences of opinion between the US and Euro- 
pean perspectives on the industry could have been 
a useful starting point for a debate on the world- 
wide uniformity/lack of uniformity of trends in the 
venture capital mdustry. 

In conclusion, this collection of papers provides 
a useful source of information on recent research 
findings in relation to venture capital and manage- 
ment buy-outs, but it is primarily a book for 
library rather than personal purchase. The breadth 
of coverage means that few individual researchers 
would be able to make full use of the entire text, 
indeed some of the papers might be criticised for 
being ‘fringe’. Chapter 8 on trade credit is one 
such example. The high price tag also limits the 
personal market for the book. Nonetheless, I 
would strongly recommend its addition to the 
reading list of corporate finance courses which in- 
clude study of the venture capital industry. 


Loughborough University Margaret Woods 
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Financial Reporting & Analysis. Lawrence Revsine, 
Daniel W. Collins and W. Bruce Johnson. Prentice 
Hall, New Jersey, 1999. xviii + 988pp. 


As might be expected from these authors and pub- 
lisher, this is a clearly thought-out and well pre- 
sented book that should be considered by anyone 
preparing an intermediate-level course in financial 
. reporting. 

In the introductory material, Lawrence Revsine 
states: 


‘Our objective in writing this book was to 
change the way that the second course in f- 
nancial reporting is taught. Typically this 
course...focuses on just the details of GAAP 
and the accounting process. In contrast, our 
book provides instructions with an oppor- 
tunity to present the ‘big picture’ without 
sacrificing technical underpinnings.’ 


Such claims can hardly be thought modest and 
may, at least in part, be questioned—but are 
largely justified by the content of the book and its 
manner of presentation. 

One issue to be disposed of immediately is the 
use of the term ‘& Analysis’ in the title. One might 
be led by this to believe the focus is on financial 
analysts but is soon disabused of this. On p. 12, 
the reader is told: 


‘...we define analyst broadly to include inves- 
tors, creditors, financial advisors, and audi- 
tors—anyone who uses financial statements 
to make decisions as part of his or her job.’ 


A sceptic may suggest that this broad definition 
merely enables RCJ to write yet another inter- 
mediate-level text, but this would be to do the 
authors an injustice. Indeed, as Revsine himself 
explains: 


‘In one respect, our book is very traditional. 
All the familiar topics are there....But what’s 
different about this book is that we have 
some unique chapters and do some unique 
things in the more traditional chapters.’ 


Among the ‘familiar’ topics are Receivables, In- 
ventories, Long-Lived Assets, Financial Instru- 
ments, Leases, Deferred Tax, Pensions, Inter-cor- 
porate Equity Investments and Cash Flow 
Statements. However, Revsine is correct in believ- 
ing it is the framing chapters, which illuminate 
much of the book’s treatment of the familiar top- 
ics, that are of particular interest. He highlights 
Chapters 1, 5 and 6. These examine, respectively, 
the economic and institutional setting for financial 
reporting, the role of financial information in val- 
uation, cash flow analysis and credit risk assess- 
ment, and the role of financial information in con- 
tracting. Although the coverage of none of these 
is unique (outside the US context, at least), e.g. 
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Taylor and Turley (1986) on the first of these, 
Whittred and Zimmer (1992) on the last, it is un- 
usual to find such material integrated into an inter- 
mediate level text. 

While anyone teaching financial reporting at 
this level who wishes not simply to ‘grind their way 
through the standards’ will already be using jour- 
nal articles to incorporate such material into their 
course, it is refreshing to find much of it included, 
to an appropriate level, in ‘the main text’. 

Many other strengths are noteworthy. Within 
topics, explanations of complexities are pellucid, 
thus facilitating ready comprehension. (The 
Quaker Oats case in Chapter 4 is worthy of indivi- 
dual note, being a nicely written and thorough 
case on Financial Statement Analysis.) As might 
be expected of an American book, “production val- 
ues’ are strong: the layout is excellent and imagi- 
native use is made of colour, ‘explanation boxes’ 
within the text, and diagrams. Each chapter ends 
with a wide selection of exercises, problems and 
cases, focussed on the issues covered in the chap- 
tet. (This is a far cry from the lamentable practice, 
evident in many British books, of providing just 
three or four unfocussed questions of the ‘Institute 
of Cost and Turf Accountants, Level 3, 1987’ 
type.) The accompanying Solutions Manual has 
803 pages! 

Weaknesses? There are some minor errors in the 
Solutions Manual, apparently stemming from 
question updating not being carried through when 
framing the answers. Although mostly unimpor- 
tant, at least one is capable of leading students 
away from a correct solution. In addition, the sep- 
arate Instructor’s Manual contains masters for 
many OHP slides, including the well-designed di- 
agrams, but not those for many of the tables in- 
cluded in the text. Although these can be produced 
quickly on a spreadsheet, it is tiresome to have to 
do so. (The supporting PHLIP WWW site may 
contain support of this sort, but my early attempts 
to gain a password for this met with no response. 
Recent contact with the publishers indicated that 
communications may be improving, but so far I 
have not received a password.) 

A final point is a criticism not only of this book 
but also of most intermediate-level books on fi- 
nancial reporting. From a British (and possibly, 
more generally, a non-US) teacher’s point-of-view, 
the almost completely US-centric viewpoint of the 
book (most references and discussions are limited 
to US GAAP), while normally not overly intru- 
sive, can on occasion annoy. For example, almost 
60% of the chapter on inventories is on various 
aspects of LIFO, while the weighted average 
method gets only a brief mention. Similarly, Chap- 
ter 12 on ‘Income Tax Reporting’ restricts its cov- 
erage of deferred tax to the basics of the subject, 
the liability method and then SFAS109. No men- 
tion is made of partial provisioning, which, al- 
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though its days are numbered, opens up interesting 
discussion points. Not even the inclusion of a final 
chapter considering international differences dis- 
guises the general parochialism of the book, Feed- 
back from a multinational student class indicated 
that this aspect was one of their few criticisms of 
the book. 

Undoubtedly American readers would find 
similar criticisms to make of British (and other) 
texts. However, at a time when professional ac- 
counting organisations such as the ICAEW, 
ACCA and AICPA are seeking to become global 
bodies, and there is even the (admittedly faint) 
possibility of one set of financial reporting stan- 
dards being used worldwide, producing a new text 
so strongly focussed on one regulatory environ- 
ment seems curiously outdated. Tim Sutton’s re- 
cent (2000) IAS-based book is a step in the right 
direction. 

Perhaps even more importantly, a country-spe- 
cific approach leads to a focus, particularly in the 
minds of the students using the book but also in 
some of the explanations provided—-on the rules 
laid down, not on the underlying issues and de- 
bates. If, as teachers, we aspire to the nurturing of 
an analytical approach to the material we cover, 


ACCOUNTING AND BUSINESS RESEARCH 


the detail of the resolution of debates, in the form 
of the reporting standards issued, is secondary to 
a thorough appreciation of the fundamental issues 
themselves. 

The US-centric viewpoint will dissuade many 
non-US teachers from: adopting the book. This is 
a pity, as its combination of interesting topic cov- 
erage, clear explanations of technical issues and 
well-motivated considerations of policy choice re- 
sult in a stimulating basis for a course (this being 
very strongly reflected in student feedback). Al- 
though (as noted) the last chapter does give some 
coverage of international differences, a truly inter- 
national, non-country-specific edition would be 
welcome. 


References 


Sutton, Tim (2000). Corporate Financial Accounting and Re- 
porting. Financial Times—Prentice Hall. 

Taylor, Peter and Turley, Stuart (1986). The Regulation of Ac- 
counting. Blackwell. 

Whittred, Greg and Zimmer, Ian (1992). Financial Accounting: 
Incentive Effects and Economic Consequences. Holt, Rinehart 
& Winston. ` 


Lancaster University Pelham Gore 


Accounting and Business Research, Vol. 30, No. 2, Spring Issue 


Index to Volume 29 — 1998/99 


ARTICLES (by author) 


Barker, Richard G.; Market for information — ev- 
idence from finance directors, analysts and fund 
managers. 3. 

Brown, Noel and Deegan, Craig; Public disclosure 

- of environmental performance information — a 
dual test of media agenda setting theory and le- 


gitimacy theory. 21. 


Camfferman, Kees; Perceptions of the Royal Mail 
case in the Netherlands. 43. 

Chang, Christian C. and Milne, Markus J.; Inves- 
tor reactions to corporate environmental saints 
and sinners: an experimental analysis. 265. 


Charitou, Andreas and Panagiotides, George; Fi- 


- nancial analysis, future earnings and cash flows, 
and the predictions of stock returns: evidence 
for the UK. 281. 


Dunn, John, Hillier, David and Marshall, Andrew 
P.; Market reaction to auditor resignations. 95. 


Edwards, John R., Chandler, Roy A. and Ander- 
son, Malcolm; ‘Public auditor’: an experiment in 
efffective accountability. 183. 


Frantz, Pascal; Discretionary write-downs, write- 
offs, and other restructuring provisions: a sig- 
nalling approach. 109. 


Gaeremynck, Ann and Veugelers, Reinhilde; Re- 
valuation of assets as a signalling device: a theo- 
retical and an empirical analysis. 123. 


Hoque, Zahirul and Alam, Manzurul; TQM adop- 
tion, institutionalism and changes in manage- 
ment accounting systems: a case study. 199. 


Jelic, Ranko; Accuracy of earnings forecasts on 
IPO prospectuses on the Kuala Lumpur Stock 
Exchange. 57. 

Jeter, Debra C. and Shivakumar, Lakshmanan; 
Cross-sectional estimation of abnormal accruals 
using quarterly and annual data: effectiveness in 
detecting event-specific earnings management. 
299. 


Koh, Hian Chye and Tan, Sen Suan; Neural net- 
work approach to the prediction of going con- 
cern status. 211. 


Lennox, Clive; Are large auditors more accurate 
than small auditors? 217. 


Makar, Stephen., DeBruin, Jay and Huffman, Ste- 
phen P.; Management of foreign currency risk: 


derivatives use and the natural hedge of geo- 


graphic diversification. 229. 

Morris, Richard D. and Parker, R. H.; Inter- 
‘national harmony measures of accounting pol- 
icy: comparative statistical properties. 73. 


O’Sullivan, Noel and Wong, Pauline: Board com- 
position, ownership structure and hostile take- 
overs: some UK evidence. 141. 


Pierce-Brown, Rhoda and Steele, Tony; Econom- 
ics of Accounting for Growth. 159. ` 


Schleicher, Thomas and Walker, Martin; Share 
price anticipation of earnings and management’s 
discussion of operations and financing. 321. 


ARTICLES (by title) 


Accuracy of earnings on IPO prospectuses on the 
Kuala Lumpur Stock Exchange by Ranko Jelic. 
57. 

Are large auditors more accurate than small aud- 
itors? by Clive Lennox. 217. 


Board composition, ownership structure and hos- 
tile takeovers: some UK evidence by Noel Sul- 
livan and Pauline Wong. 141. 


Cross-sectional estimation of abnormal accruals 
using quarterly and annual data: effectiveness in 
detecting event-specific earnings management by 
Debra C. Jeter and Lakshmanan Shivakumar. 
299. 


Discretionary write-downs, write-offs, and other 
restructuring: provisions: a signalling approach 
by Pascal Frantz. 109. 


Economics of Accounting for Growth by Rhoda 
Pierce-Brown and Tony Steele. 159. 


Financial analysis, future earñings ana a flows; 


and the prediction of ‘stock returns: evidencé-for . 


agiotides. 281. SALY 


f +. 


the UK by Andreas: Charitdu and s š ' 





r, 


; Z 


: 


2 


International harmony measures of accounting 
policy: comparative statistical properties by 
Richard D. Morris and R. H. Parker. 73. 

Investor reactions to corporate environmental 
saints and sinners: an experimental analysis by 
Christian C. Chang and Markus J. Milne. 265. 


Management of foreign currency risk: derivatives 
use and the natural hedge of geographic diver- 
sification by Stephen D. Makar, Jay DeBruin 
and Stephen P. Huffman. 229. 

Market for.information — evidence from finance 
directors, analysts and fund managers by 
Richard G. Barker. 3. 

Market reaction to auditor resignations by John 
Dunn, David Hillier and Andrew P. Marshall. 
95. 


Neural network approach to the prediction of go- 
ing concern status by Hian Chye Koh and Sen 
Suan Tan. 211. 


Perceptions of the Royal Mail case in the Neth- 
erlands by Kees Camffermann. 43. 


' Public disclosure of environmental performance 


information — a dual test of media agenda set- 
ting theory and legitimacy theory by Noel 
Brown and Craig Deegan. 21. 

‘Public auditor’: an experiment in effective 
accountability by John R. Edwards, Roy A. 
Chandler and Malcolm Anderson. 183. 


Revaluation of assets as a signalling device: a theo- 


retical and an empirical analysis by Ann Gaere- `: 


mynck and Reinhilde Veugelers. 123. 


Share price anticipation of earnings and manage- 
ment’s discussion of operations and financing by 
Thomas Schleicher and Martin Walker. 321. 


TQM adoption, institutionalism and changes in 
management accounting systems: a case study 
by Zahirul Hoque and Manzurul Alam. 199. 


COMMENTARIES (by author) 


Alexander, David; A benchmark for the adequacy 
of published financial statements. 239. 


Short, Helen; Keasey, Kevin; Wright, Mike and 


Hull, Alison; Corporate governance: from 
accountability to enterprise. 337. 


COMMENTARIES (by title) 


A benchmark for the adequacy of published finan- 
cial statements by David Alexander. 239. 


ACCOUNTING AND BUSINESS RESEARCH | 


Corporate governance: from accountability to en- 
terprise by Helen Short, Kevin Keasey, Mike 
Wright and Alison Hull. 337. 


BOOKS REVIEWED 


Brief, Richard P.; Accounting for Growth: 
Information systems and the creation of the 
large corporation. 255. 


Clubb, Colin; Aspects of the economic implica- 
tions of accounting. 91. 

Cooke, T. E.; Voluntary annual report disclosure 
by listed Dutch companies, 1945-1983. 89. 


Edwards, J. R.; A lost accounting system and its 
significance for classical capitalism: the double 
account system at Schneider & Company in the 
mid-nineteenth century. 176. 

Ezzamel, Mahmoud; A power control exchange 
framework of accounting: applications to 
management control systems. 257. 


Hatherly, David; Keeping the legacy alive. 88. 

Higson, Andrew; Investor relations meetings: 
views of companies, us investors and 
analysts. 357. 


Jones, Michael J.; Corporate communications: 
Views of institutional investors and lenders. 
[Also] Business reporting: the inevitable change? 
355. 


Nobes, Christopher; Encyclopedic dictionary of 
accounting. 256 


Pike, Richards; International investment — value 
creation and appraisal. 258. 


Roslender, Robin; Making up accountants: The 
organisational and professional socialisation of 
trainee chartered accountants. 259. 

Rutherford, B. A.; Disclosure of profit forecasts 
during takeovers: evidence from directors and 
advisors. 354. 


Wright, Mike; The new financial capitalists: Kohl- 
berg, Kravis and Roberts and the creation of 
corporate value. 353. 


Zeff, Stephen A.; Financial reporting in the Pacific 
Asia region: 87. 


Guide for Authors 


General 


Papers should be in English and consist of original unpublished work not currently being considered 
for publication elsewhere. They should be typed and double-spaced. Four copies should be submitted, 
together with a submission fee of £18 for subscribers or £36 for non-subscribers. In order to ensure an 
anonymous review, authors should not identify themselves, directly or indirectly. Experience has shown 
that papers that have already benefited from critical comment from colleagues at seminars or at 
conferences have a much better chance of acceptance. Where the research takes the form of field surveys 
or experiments, four copies of the instrument should be submitted. Where the paper shares data with 
another paper, four copies of the other paper must also be provided. 


Presentation 


A cover page should show the title of the paper, the author’s name, title and affiliation, and any 
acknowledgements. The title of the paper, but not the author’s name, should appear on the first page 
of the text. An abstract of 150-250 words should be provided on a separate page immediately pre Cons 
the text. Section headings should be numbered using Arabic numerals. 


Tables and figures 


Each table and figure should bear an Arabic number and a title and should be referred to in the text. 
Sources should be clearly stated. Sufficient details should be provided in the heading and body of each 
table and figure to reduce to a minimum the need for cross-referencing by readers to other parts of the 
manuscript. Tables and figures should appear at the end of the paper, with its most appropriate placing 
noted in the paper itself. Diagrams and charts should be submitted in camera-ready form. 


Footnotes 


Footnotes should be used only in order to avoid interrupting the continuity of the text, and should not. 
be used to excess. They should be numbered consecutively throughout the manuscript with superscript 
Arabic numerals. They should not be used in book reviews. 


References 


References should be listed at the end of the paper and referred to in the text as, for example, (Zeff, 
1980: 24). Wherever appropriate, the reference should include a page or chapter number in the journal 
or book in question. Only works cited in the paper should be included in the list. Citations to 
institutional works should if possible employ acronyms or short titles. If an author’s name is mentioned 
in the text it need not be repeated in the citation, e.g. ‘Tippett and Whittington (1995: 209) state...’ 


In the list of references, titles of journals should omit an initial “The’ but should not otherwise be 
abbreviated. The entries should be arranged in alphabetical order by surname of the first author. 
Multiple works by the same author should be listed in chronological order of publication. Some 
examples are: 


Accounting Standards Steering Committee (1975). The Corporate Report. inden: ASC. 

Tippett, M. and Whittington, G. (1995). ‘An empirical evaluation of an induced theory of financial 
ratios’. Accounting and Business Research, 25 (Summer): 208-218. 

Watts, R. L. and Zimmerman, J. L. (1986). Positive Accounting Theory. Englewood Cliffs, NJ: 
Prentice-Hall. 


Style and spelling 


Abbreviations of institutional names should be written as, for example, FASB and not F.A.S.B; those 
_of Latin terms should contain stops (thus i.e. not ie). Words such as ‘realise’ should be ed with an 
‘s’ not a “Z. Single quotations marks should be used, not double. l 





Mathematical notation fro x ee — A 


Mathematical notation should be used only where it adds rigour and precision, and; ‘iduld, be. popes 
explained in the text. Equations should be numbered in parentheses, flush with the: pght-he iat 





LOCOUNTING 
and BUsiness 


Keseardi 


` 


G 


í 
An empirical examination of forecast disclosure by bidding companies 


ost accounting in the shipbuilding, engineering and metals industries of the West 
of Scotland, “The Workshop of the Empire’, c1900-1960 


Accounting for goodwill: an examination of factors influencing management 
preferences 


Motives underlying the method of payment by UK acquirers: the influence of 
goodwill 


Timeliness of corporate financial reporting in emerging capital markets: empirical 
evidence from the Zimbabwe Stock Exchange 





Accounting and Business Research 


Editor: 
K. V. Peasnell, Lancaster University 
Associate Editors: 


M. Ezzamel, University of Cardiff 
P. Moizer, University of Leeds 


" “editorial Board 


S. Archer, University of Surrey 

D. Ashton, University of Bristol 

M. Barth, Stanford University 

R. H. Berry, University of Nottingham 

M. Bromwich, London School of Economics 

P. Brown, University of Western Australia 

S. Carmona, University of Madrid 

R. H. Chenhall, Monash University 

C. W. Chow, San Diego State University 

G. Clinch, University of New South Wales 

T. E. Cooke, University of Exeter 

D. Cooper, University of Alberta 

P. Easton, Ohio State University 

J. R. Edwards, University of Wales, Cardiff 

C. Emmanuel, University of Glasgow 

M. Firth, Hong Kong Polytechnic University 

J. Flower, Centre for Research in European 
Accounting, EIASM 

D. Hatherly, University of Edinburgh 

R. E. Jensen, Trinity University 

K. Keasey, University of Leeds 

L. Lapsley, University of Edinburgh 

T. A. Lee, University of Alabama 

R. Macve, University of Wales, Aberystwyth 

C. W. Nobes, University of Reading 


Editorial Office 





J. O'Hanlon, University of Lancaster 

D. Owen, University of Sheffield 

M. J. Page, University of Portsmouth 

R. H. Parker, University of Exeter 

R. H. Pike, University of Bradford 

M. Power, London School of Economics 

W. Rees, University of Glasgow 

L. Revsine, Northwestern University 

M. Shields, Michigan State University 

D. Simunic, University of British Columbia 

L. C. L. Skerratt, Brunel University 

l. Solomon, University of Illinois 

B. Spicer, University of Auckland 

A. Steele, University of Warwick 

N. Strong, University of Manchester 

D. B. Thornton, Queen’s University, Canada 

M. Walker, University of Manchester 

R. S. O. Wallace, King Fahd University of 
Petroleum & Minerals 

W. Wallace, College of William & Mary, Virginia 

G. P. Whittred, University of New South Wales 

J. Wild, University of Wisconsin-Madison 

S. A. Zeff, Rice University 

l. Zimmer, University of Queensland 


K. V. Peasnell, Management School, Lancaster University, Lancaster, LA1 4YX, UK 
Tel: 01524 593977. Fax: 01524 594334. E-mail: k.peasnell@lancaster.ac.uk 


Advertisement and Subscription Office: 


40 Bernard Street, London WC1N 1LD, UK. Tel: 020 7833 3291. Fax: 020 7833 2085 


E-mail: postmaster@theabg.demon.co.uk 


Internet: http:/Awww.agbweb.com 


The Institute of Chartered Accountants 


in England and Wales 


Incorporated by Royal Charter, 11 May 1880 


institute Offices and Library: 


Chartered Accountants’ Hall, Moorgate Place, London EC2P 2BJ. Tel: 020 7920 8100 


The views expressed in Accounting and Business Research are not necessarily shared by the Council of the Institute of Chartered Accountants in England 
and Wales. Articles in Accounting and Business Research are published without responsibility on the part of publishers or authors tor lass occasioned to 
any person acting or refraining from action as a result of any view expressed therein, 


(> 2000 The Institute of Chartered Accountants in England and Wales, 


ISSN 0001-4788 


SUMMER 2000 


Accounting and Business Research 
Summer 2000 


Volume 30 


Contents 


Articles 


x 
| 
i 


| 
| 


Number 3 


An empirical examination of forecast disclosure by bidding 


companies 


| 
1 
æl 


Cost accounting in ih shipbuildi 7 
industries of the West of Scotland, “The Workshop of the 


Empire’, c1900-1960 


| 


g, engineering and metals 


Accounting for goodwill: an examination of factors 
influencing management preferences 


l 
; 


Motives underlying the method of payment oe UK 
aqa s. the influence of ¿j : 


Tade of corporate financial reporting in emerging 
ence from the Zimbabwe 


capital markets: empirical evid 


Stock Exchange 
Book Reviews 


I 


| 
` Kevin F. Hallock and Kevin J. Murphy, The Picnics of 
Executive Compensation (V ae I & ID 3 


Kevin Keasey, Steve Thompson Sad Mike Wright (eds.), 


Corporate Overs 


_ ~ 


Niamh Brennan 


A. I. M. Fleming 
S. McKinstry 

K. Wallace 
Pelham Gore 
Fauziah M. Taib 
Paul A, Taylor 


Alan Gregory 


Stephen Owusu-Ansah 


Martin Conyon 


Steven Young 





175 


195 


213 


221 


. 241 


293 s 


256 


F orthcoming Articles 


M. Hossain, S. F. Cahan and M. B. Adams, The investment opportunity set and the voluntary use of 
outside directors: New Zealand evidence 


John Forker, Models of the reporting eee and accounting for equity-based consideration 


Yi-Mien Lin and Taychang Wang, The effect of sequential information releases on trading volume and 
price behaviour 


Stephen Lin and Martin Walker, FRS3 Earnings, Headline Earnings, and accounting-based valuation 
models 


Objective of Accounting and Business Research 


The objective of Accounting and Business Research is the publication of substantial and original 
contributions to knowledge in the areas of accounting broadly defined. Articles should be empirical or 
analytical; rigorous, yet preferably intelligible to a wide audience of academics and, where appropriate, 
practitioners. Presentation should be as elegant and economical as possible, avoiding unnecessary words, 
numbers or symbols. 


Book Reviews 
Books for review should be sent to the editor. 


Subscription Rates UK Overseas Airmail 
Individual £45 £50 
Corporate/institutional £130 £140 


All subscriptions may be paid in US dollars at current rates of exchange. Payment for individual 
subscriptions must be by personal cheque or credit card. 


Copyright/ Reproduction Policy 


© 2000 The Institute of Chartered Accountants in England and Wales. All rights reserved. Apart from 
fair dealing for the purposes of research or private study, or criticism or review, as permitted by the 
Copyright, Designs and Patents Act 1988, this publication or any part thereof may not be reproduced, 
stored or transmitted in any form or by any means without the prior permission in writing of the 
Publisher, Accounting and Business Research, The Institute of Chartered Accountants in England and 
Wales, 40 Bernard Street, London WCIN ILD. Except that (a) for courses of instruction articles in 
this issue of Accounting and Business Research may be copied without charge provided that the source 
and the Institute’s copyright are indicated in such reproduction and (b) authors retain their personal 
right to re-use the material in future collections of their own work. 


Accounting and Business Research, Vol. 30. No, 3, pp. 175-194. Summer 2000 


175 


An empirical examination of forecast 
disclosure by bidding companies 


Niamh Brennan* 


Abstract—This paper examines voluntary disclosure of profit forecasts by bidding companies during takeovers. 
Disclosure is examined from two perspectives: (1) factors influencing disclosure and (ü) the influence of good news 
and bad news on disclosure. Takeover documents published during 701 takeover bids for public companies listed 
on the London Stock Exchange in the period 1988 to 1992 were examined. Two variables accounted for almost all 
the influences on disclosure of forecasts: bid horizon and type of bid. Probability of forecast disclosure was greater 
the shorter the bid horizon and during contested bids. In addition, there was some evidence that the nature of the ` 
purchase consideration offered by the bidder (cash or paper) and the industry of the bidder influenced disclosure.’ 
Disclosure was significantly more likely in paper bids and in the durable goods industry. Forecasts were more likely 


to be disclosed when firms had good news to report. 


1. Introduction 
Studies of the behaviour of bidding companies and 


their management include examination of bidder. 


motives for acquisitions and the influence of bid- 
ding company managerial wealth effects on take- 
overs. This paper extends the research of bidding 
company behaviour to disclosure decisions taken 
during takeovers. Factors that help explain bid- 
ding company decisions to publish profit forecasts 
are analysed. | 

Many US analytical and empirical studies of 
disclosure of annual earnings forecasts have fo- 
cused on the influence on disclosure of the news 
content of forecasts. Evidence in the US has been 
mixed. This research examines whether managers 
are motivated to signal good news about superior 
prospects by disclosing profit forecasts. 

Forecasts are rarely disclosed in the UK except 
in new share issue prospectuses and during take- 
over bids. Previous UK studies, by and large, have 
considered the topic of profit forecasts disclosed 
during takeover bids (Carmichael, 1973; Dev and 
Webb, 1972; Westwick, 1972) and in new issue 


*The author is at University College Dublin. The Irish 
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University College Dublin, provided financial support in fund- 
ing this research. KPMG, London and Extel Financial Limited 
supplied access to the data necessary to carry out the research. 
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Eamonn Walsh gave the author helpful comments on earlier 
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versity College Dublin, Belfield, Dublin 4. Tel: +353-1-706 
8398; Fax: +353-1-706 1131; e-mail: Niamh. Brennan@ucd.ie 
This paper was accepted in October 1999. 


prospectuses (Ferris, 1975 and 1976; Keasey and 
McGuinness, 1991; Firth and Smith, 1992) from 
the standpoint of accuracy of, and bias in, the 
forecasts. Studies of users’ needs have shown fore- 
cast information to be one of the most important 
financial disclosures a company can make (Cour- 
tis, 1992). Given the perceived importance of fore- 
casts, it is surprising that more research in the UK 
has not been devoted to examining their 
disclosure. 


1.1. Regulation of takeovers in the UK 

Regulation of takeovers of public companies in 
the UK is primarily governed by The City Code 
on Takeovers and Mergers (Panel on Takeovers 
and Mergers, 1993), by The Listing Rules (London 
Stock Exchange, 1997) and, to a lesser extent, by 
the Companies Act 1985 (Great Britain, 1985). 
These regulations are briefly summarised in Su- 
darsanam (1995). 

Public companies quoted on the London Stock 
Exchange may be acquired by the purchase of 
shares on the Stock Exchange (uncommon because 
of legal regulations, and because The City Code on 
Takeovers and Mergers requires a compulsory of- 
fer once 30% of shares are acquired) or by an offer 
to shareholders for all or part of the target’s share 
capital. Offers to shareholders may be with the 
agreement of the target’s management (agreed 
bids) or may be hostile bids. 

Takeover bids in the UK may be categorised 
into three groups: 

e Agreed or friendly bids—offers to shareholders 
made with the agreement of the target’s 
management. 
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e Hostile bids—-where the target company 
management indicate disagreement with the 
terms of the bid (e.g. that the price offered is too 
low). 

e Competing bids—these are bids where more 
than one bidder competes for the target. Some 

` of these bids may be with the agreement of tar- 
get management (white knight bids) or may be 
hostile bids. | 

The term ‘contested’ is defined in this paper as 
including both hostile and competing bids. 

Neither the London Stock Exchange nor the 
Panel on Takeovers and Mergers compels direc- 
tors to make a profit forecast, with one exception: 
any disclosure before a takeover bid, of financial 
information relating to unaudited results, is 
deemed under the City Code to amount to a fore- 
cast and must be included as a formal profit fore- 
cast in the bid documentation. This might happen, 
for example, in informal briefing sessions between 
company management and financial analysts. 
Thus, most forecasts are made voluntarily, but 
some are included involuntarily in takeover 
documents. 

All forecasts (both voluntary and involuntary) 
must be reported on in the UK by independent 
accountants and the company’s financial advisors 
(except for forecasts made by bidders offering 
cash). The accountants must satisfy themselves 
that the forecast, so far as the accounting policies 
and calculations are concerned, has been properly 
compiled on the basis of assumptions disclosed. 


1.2. Motivations for disclosure 
Forecasts are normally made during takeover 

bids to support arguments being put forward by 

directors. These forecasts are included in offer doc- 
uments sent by the bidding company to its share- 
holders and to target company shareholders. Thus, 
there is a much wider audience for these disclo- 
sures than for disclosures made in more routine 
circumstances. 

There are at least three reasons why bidding 
company directors would disclose a forecast: 

e To support the price of shares being offered to 
target shareholders as consideration for the 
target. 

e To support the price of new shares issued to bid- 
ding company shareholders to raise cash to ac- 
quire the target. 

e To persuade target shareholders that bidding 
company management will run the company 
better than current management. 


2. Prior research 


2.1. Factors influencing disclosure 
Prior research suggests that a number of factors 
are related to disclosure of forecasts. 
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eT ype of bid 

The type of bid may influence the propensity of 
firms to disclose information. There is evidence 
from Gray, Roberts and Gordon (1991) that more 
forecasts are voluntarily disclosed during con- 
tested bids. Contested bids are characterised by at- 
tacks on the performance of management. Such 
attacks are common when management does not 
disclose a forecast to support its claims of good 
performance. More forecasts are expected, there- 
fore, in contested bids. 


eBid horizon 

The primary motivation for bidders to disclose 
forecasts is to support the price of any shares is- 
sued during the takeover. However, there is risk 
associated with forecast disclosure. It is not clear 
which is more important—keeping shareholders 
informed about results or avoiding the risk of the 
forecast not being achieved. 

It is likely that the closer a company is to its 
year end, the longer it will have been since it last 
reported results to shareholders, and the greater 
the need to disclose a forecast to inform share- 
holders about company performance. Equally, 
companies prefer to make forecasts close to the 
year end as this reduces the risk of getting the fore- 
cast wrong. Evidence from the US suggests that 
the frequency of forecasts increases as the end of 
the reporting period approaches {McNichols, 
1989). Thus, forecasts are expected to be disclosed 
the shorter the bid horizon (ie. the shorter the 
period between making the forecast and the fore- 
cast period end). 


e Purchase consideration 

Purchase consideration ranges from cash to pa- 
per to a mixture of both. Previous research has 
shown purchase consideration to influence take- 
over bids. Carleton et al., (1983) argue that cash 
takeovers and security exchange mergers may be 
motivated by different considerations. Franks, 
Harris and Mayer (1988) and Travios (1987) find 
evidence that when shares (rather than cash) are 
used to finance takeovers, there are negative re- 
turns to acquirers. Berkovitch and Narayanan 
(1990), Eckbo, Giammarino and Heinkel (1990) 
and Fishman (1989) show that, when there is 
information asymmetry between bidder and target, 
high synergy bidders use cash and low synergy bid- 
ders use shares to finance the takeover. 

From a bidder’s point of view, one of the main 
reasons for disclosing a forecast is to add cred- 
ibility to the value of the shares being issued in 
consideration for the target. If the consideration is 
cash, a forecast by bidders may not be as relevant. 
Bidders’ average share prices fall at the announce- 
ment of bids (Limmack, 1991) hence, even in cash 
bids, a forecast is potentially useful. Also, legal 
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considerations may prompt disclosure of forecasts 
by bidders. In summary, forecasts are expected to 
be disclosed by bidders primarily during paper 
bids. 


e Management ownership 

Agency theory posits that firms will voluntarily 
disclose information to reduce agency costs. The 
degree of conflict between managers and share- 
holders is predicted to increase inversely with man- 
agers’ ownership share (Jensen and Meckling, 
1976). Therefore, as managers’ ownership share 
falls, monitoring and bonding costs will increase. 
Firms with lower percentage management owner- 
ship will require a higher level of monitoring, and 
are therefore more likely to disclose forecasts. 

Ruland, Tung and George (1990) tested agency 
theory in the context of the voluntary disclosure 
of earnings forecasts. They found management 
ownership to be significantly lower for forecast 
disclosing firms. 


e Large block shareholdings 

Firms with higher concentrations of large share- 
holders are more likely to be able to communicate 
information to shareholders privately. Conse- 
quently, firms with a larger proportion of share 
capital concentrated amongst a few large share- 
holders are likely to find disclosure of such private 
information easier than firms with more dispersed 
shareholdings, and so can avoid public disclosure 
of information. Schipper (1981: 86) argues this 
point from an agency perspective by stating ‘mon- 
itoring problems that could be solved by issuing 
public accounting reports would be increasing in 
the number of owners...’. Thus, firms with larger 
proportions of their share capital held by larger 
shareholders are less likely to disclose forecasts. 


eSize of firm 

Size proxies for many variables. As Ball and 
Foster (1982) point out, results confirming a size 
hypothesis may have alternative explanations. 
Care must be taken in interpreting the results of 
tests including this variable. 

In early research of differences between fore- 
casting and nonforecasting firms, firms were found 
to differ most on size and earnings variability. Ru- 
land (1979), Cox (1985), Waymire (1985), Lev and 
Penman (1990) and Clarkson, Kao and Richard- 
son (1994) found forecasting firms to be system- 
atically larger than nonforecasting firms. Econo- 
mies of scale in disclosure and litigation deterrence 
(larger firms are more exposed to litigation as they 
are seen to have ‘deeper pockets’) are two reasons 
put forward by Kasznik and Lev (1995) explaining 
why size might be related to disclosure. They 
found firm size to be a significant explanatory vari- 
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able of the likelihood of discretionary disclosure 
for good news and bad news firms. 

Another possible explanation relating size to 
disclosure is that large firms have a greater need 
for disclosure as their shares are more widely 
traded. Leftwich, Watts and Zimmerman (1981) 
and Bradbury (1992) included size to proxy for 
agency costs of capital: held by outsiders on the 
assumption that the proportion of outside capital 
tends to be higher for larger firms. 

There are various other reasons why size might 
be related to disclosure. It is less costly for larger 
companies, with more sophisticated accounting 
and forecasting systems, to disclose forecasts. The 
cost of assembling the information is greater for 
small firms than large firms (Securities and 
Exchange Commission, 1977). This is particularly 
likely in the context of publishing a formal profit 
forecast (within the fairly tight time constraints of 
a takeover bid), which would need reliable fore- 
casting systems. 

Larger bidders are expected to be more likely to 
disclose forecasts. | 


e Listing status 

Listing status has been found to be related to 
voluntary disclosure, with listed firms disclosing 
more than unlisted firms (Leftwich, Watts and 
Zimmerman, 1981; Cooke, 1992; Malone, Fries 
and Jones, 1993). The bidding firms in this re- 
search range from individuals, consortiums of in- 
dividuals, private companies to foreign listed com- 
panies so listing status needs to be controlled for. 


elndustry 

Industry is predicted to be related to disclosure 
for a number of reasons. Different Industries have 
different proprietary costs of disclosure. Also, prof- 
its in some industries are easier to forecast than in 
others. Industry membership has been found to be 
related to the accuracy of forecasts disclosed 
(Jaggi, 1978). Consequently, control for the effect 
of industry is necessary. 


Many of the bidders are foreign. International 
accounting research has documented differences in 
disclosure practices by firms from different coun- 
tries (Biddle and Saudagaran, 1989; Frost and 
Pownall, 1994). This variable also needs to be con- 
trolled for. 

To summarise, the variables hypothesised to in- 
fluence forecast disclosure by bidders, and the 
model tested In this research, is as follows: 
Forecast disclosure = 


e Nationality y 
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f (Type of bid, Bid horizon, Purchase consider- 
ation, Management ownership, Large block 
shareholdings, 
Size of firm, Listing status, Industry and 
Nationality) 


2.2. News in forecasts 

Economic theory suggests that, in the absence 
of mandatory disclosure, firms will disclose 
information to the extent that marginal benefits 
will be greater than the costs of disclosure. The 
main benefit of disclosure is enhancement of firm 
value in terms of increased share price. Milgrom 
(1981) introduces a notion of ‘favourableness’ of 
news and shows, (inter alia), that the arrival of 
good news about a firm’s prospects always causes 
the share price to rise. Signalling theory suggests 
that firms are motivated to signal good news and 
such firms are more likely to disclose a forecast. 


e Expectations adjustment hypothesis 

The expectations adjustment hypothesis of 
Ajinkya and Gift (1984) is that managers disclose 
forecasts to change investors’ expectations of fu- 
ture earnings. This suggests that managers have 
incentives to disclose both favourable and adverse 
forecasts. They compare management forecasts 
with analysts’ forecasts prevailing just prior to the 
release of the management forecast (as surrogates 
for market expectations). Their results support the 
hypothesis that forecasts occur in cases in which 
good news and bad news adjustments are called 
for, and the market responds symmetrically to the 
direction and magnitude of these forecast signals. 
Ruland, Tung and George (1990) found that man- 
agers’ forecasts tend to confirm rather than correct 
analysts’ forecasts. 

Skinner (1994) finds in his classification of dis- 
closure announcements that approximately 5% of 
observations fall into the no news category. This, 
he comments, is consistent with the view that man- 
agers disclose information to change earnings ex- 
pectations. Whereas Ajinkya and Gift (1984) only 
considered point and narrowly defined range fore- 
casts, Skinner’s findings are based on varied types 
of forecast, including qualitative forecasts. 


eGood news/lbad news 

Empirical evidence on the role of good news in 
motivating forecast disclosure is mixed. Patell 
(1976), Penman (1980) and Lev arid Penman 
(1990) find that earnings forecasts are in general 
associated with positive returns, and that firms 
with good news appear more willing to reveal their 
forecasts. The latter also find, consistent with their 
signalling hypothesis, that firms with good news 
voluntarily release forecasts in order to distinguish 
themselves from firms with worse news. As there 
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were several bad news forecasts in the samples, 
there must be some incentives for managément to 
publish these forecasts even though they result in 
downward revaluation. Thiis, while firms typically 
publish earnings forecasts when they have good 
news, this is not always so. 

Research based on later time periods indicates 
that firms are as likely to issue good news forecasts 
as bad news forecasts. Ajinkya and Gift (1984), 
Waymire (1984) and Ruland, Tung and George 
(1990) did not observe an overall tendency to re- 
port good news. They show that incentives exist 
for management to disclose both good and bad 
news. Baginski, Hassell and Waymire (1994), 
Pownall, Wasley and Waymire (1993) and Skinner 
(1994) provide evidence that firms are more likely 
to disclose bad news than good news. Clarkson et 
al., (1992) and Clarkson, Kao and Richardson 
(1994) found that the mean value of the good news 
measure for Canadian forecasters significantly ex- 
ceeded nonforecasters. However, when financial 
market and product market considerations are in- 
cluded, Clarkson, Kao and Richardson (1994) 
find, consistent with more recent US literature, 
that the good news hypothesis offers only partial 
explanation for the decision to forecast. 

As the weight of evidence supports the disclo- 
sure of good news, it is hypothesised that more 
good news than bad news forecasts will be 
disclosed. 

One explanation for the variations in US find- 
ings is that most studies examine only point and 
range forecasts of annual earnings (e.g. Penman, 
1980; Ajinkya and Gift, 1984; Waymire, 1984; 
McNichols, 1989; Pownall and Waymire, 1989) or 
very quantitative forecasts (e.g. Pateil, 1976). Lev 
and Penman (1990) and Skinner (1994) consider ` 
point and range forecasts and, in addition, open 
ended (i.e. bounded from either above (upper- 
bound) or below (lower-bound)) and qualitative 
forecasts. Similarly, Baginski, Hassell and Way- 
mire (1994) consider minimum, maximum and 
‘general impression’ estimates as well as point and 
range estimates. Pownall, Wasley ard Waymire 
(1993) find no significant differences in stock re- 
turns for different forecast types, although point 
forecasts were associated with more positive and 
more significant returns. Point and rarge forecasts 
comprised less than 20% of their sample. 

This paper examines whether forecast disclosure 
was motivated by good news and whether good 
news or bad news forecasts were disclosed. Signal- 
ling good news and the news content of forecasts 
is likely to have greater economic consequences 
during takeover bids than in routine disclosure sit- 
uations (such as annual forecast disclosures) exam- 
ined by other researchers. The study includes 
qualitative as well as quantitative upper/lower 
bounded, pomt and range forecasts. 
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3. Data and methodology 


3.1. Population and selection of sample 

The sample chosen for study covers all takeover 
bids for companies listed on the London Stock 
Exchange during the period 1988 to 1992. 

Acquisitions Monthly was used to obtain a Ist 
of all public company takeovers m the UK over 
the five-year period of the study. In total, 705 com- 
pleted and failed bids were listed for 1988 to 1992. 
Four bids listed by Acquisitions Monthly were ex- 
cluded: two bids, occurring in late December, were 
included twice in two different years by Acquisi- 
tions Monthly; in one further case, the target had 
previously been taken over by a public company 
and was therefore a private company at the date 
of the second bid—takeover documents were not 
publicly available for the bid; the fourth bid ex- 
cluded did not take place, even though it was re- 
ported as a takeover by Acquisitions Monthly. The 
resulting full population of 701 bids is included in 
this study. 

Takeover bids are analysed by type in Table 1. 
There were 477 agreed bids, 160 hostile bids, 49 
competing bids (more than one bidder) and 15 
white knight bids. For the ensuing analysis, hos- 
tile, competing and white knight bids are catego- 
rised as contested. In total, therefore, there were 
224 contested bids in the sample. 


3.2. Data collection 

Forecasts were obtained from an examination of 
takeover documents for the entire sample of 701 
bids. Extel FinanciaPs microfiche service contains 
microfiche copies of all documents issued by com- 
panies quoted on the London Stock Exchange. 
Any remaining missing documents were obtained 
by writing directly to bidders or their financial 
advisors. 


3.3. Measurement of variables 

The dependent variable is voluntary forecast 
disclosure (F) with a value of 0 for nondisclosure, 
or for disclosure of involuntary/repeat forecasts, 


Table 1 
Analysis of takeover bids 


Hostile 
No. (%) 
80 ( 50) 
80 ( 50) 
160 (100) 


Agreed 
No. (%) 
462 ( 97) 
15 (3) 
477 (100) 


* 


Completed bids 
Failed bids 
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and 1 where one or more forecasts are voluntarily 
disclosed. | 

Type of bid (Brp) is given a value of 0 for agr 
bids and 1 for contested bids which include hostile, 
competing and white knight bids. Bid horizon 
(BHOR) measures the closeness of the bid date to 
the year end of the bidder. BHOR is measured in 
days from the date of the bid to the accounts year 
end date for which accounts have not yet been 
published.! Acquisitions Monthly discloses the date 
of the most recent published accounts. This vari- 
able is scaled by the number of days in the year 
(365). 

Because the date of takeover bids can be ascer- 
tained, BHOR can be measured and compared for 
forecasters and non-forecasters. Previous research, 
based on routine disclosures, has only been able 
to measure forecast horizon (Waymure, 1985; 
MeNichols, 1989). As this cannot be calculated for 
non-forecasters, the horizon for forecasters and 
non-forecasters has not been compared in most 
prior research. 

Purchase consideration (CON) is coded 1 for 
cash, 2 for paper and 3 for various combinations 
of cash and paper. Data on all these variables were 
obtained from Acquisitions Monthly or from the 
takeover documents. 

Management ownership (Mo) is taken from 
Crawford's Directory of City Connections and Is 
the percentage of ordinary shares held by members 
of the board, their families and associates. Craw- 
ford’s Directory is an annual publication. The 
directory for the same year as the bid was con- 
sulted. Where this information is not avilable in 
Crawford's Directory, beneficial interests of the di- 
rectors and their families, as disclosed in the take- 
over documents, are used.? Where the bidder is an 


lFor example, for a year end of 31/12/1992, if the bid date 
is 23/12/1992 BHOR is +9 days. If the bid date is 3/1/1993 
BHOR is —3 days. 

“In many cases, insufficient information was available in 
takeover documents to facilitate easy calculation of MO. Con- 
sequently, the information in Crawford's Directory was used, 
even though some changes.in MO may have taken place be- 


Contested bids 


Competing 
No. (%) 
© 26 ( 53) 
23 ( 47) 
49 (100) 


White knight 
No. (%) 
12 ( 80) 
3 ( 20) 
15 (100) 


Total 
No. (%) 


580 ( 83) 
121 ( 17) 
701 (100) 


These 15 agreed bids did not complete because either the bid was aborted by the bidder or because 
shareholders would not accept the terms of the offer. 
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Table 2 
Erequency of forecast disclosure 


Bid 
Agreed bids 


Contested bids 


Forecast 
Voluntary 
Repeat/involuntary 


individual, a consortium of individuals or a family 
company, MO is recorded as 100%. 

Large block shareholdings (LBs) is the percent- 
age equity of the company held by substantial 
(> 5%) shareholders. This information is also ob- 
tained from Crawford's Directory. 

Size (SIZE) is proxied by turnover measured in 
£m. Amounts were extracted from the most recent 
full set of accounts in each takeover document. 
Foreign currency amounts are translated at the 
rates ruling on balance sheet dates. Monthly for- 
eign exchange rates were obtained from 
Datastream. 

Listing status (QUOTED) is a dummy variable 
with the value 0 for companies not quoted on the 
London Stock Exchange and 1 for quoted 
companies. | 

Industry codes (IND) are obtained from Craw- 
Jords Directory. Crawford’s industry index is 
based on categories used by the Financial Times. 
These were re-coded into five dummy variables: 
capital goods, consumer-durable goods, consumer 
non-durable goods, other and banks and financial. 

Nationality of bidder (NaT) is available from Ac- 
quisitions Monthly. There were 26 nationalities in 
the sample. These were coded 0 for UK/Irish bid- 
ders and 1 for other nationalities. 


3.4. Measurement of news variables 

Deviation from market expectations (ME) meas- 
ures the difference between subsequent actual 
profit beforé taxation and consensus analysts’ 
forecast of profit before taxation for the year. 
Consensus analysts’ forecasts are taken from The 
Earnings Guide. This is a monthly publication; the 
data are extracted from the issue closest to and 
prior to the bid date. Subsequent actual results are 
also obtained from The Earnings Guide. The vari- 
able is scaled as follows: 


tween publication of the Directory and the date of takeover 
bids. 
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No forecast 
No. 


444 
198 
642 





ME = Consensus analysts’ 


forecast profit before tax - Actual profit before tax 
Actual profit before tax 


Only 212 readings are available for ME. Cover- 
age by The Earnings Guide is limited to UK pub- 
licly-quoted companies widely followed by 
analysts. 

ME is analysed between positive “POSME) and 
negative (NEGME) deviations. A positive deviation 
is one that is greater than zero; a negative devia- 
tion is less than or equal to zero. Forecast devia- 
tion (FD) is the difference between forecast results 
and market expectations, as measurec by consen- 
sus analysts’ forecasts from The Earnings Guide. 
Consensus analysts’ forecasts were obtained from 
the issue of the guide closest to and prior to the 
bid date. The difference was scaled as follows: 


FD = Forecast profit before tax — 


Consensus analysts’ forecast profit before tax 
Consensus analysts’ forecast profit before tax 


4. Results 


4.1. Factors influencing disclosure 

The frequency of forecast disclosure by bidders 
is summarised in Table 2. In all, 66 forecasts were 
disclosed in 59 bids (out of 701 bids—-8%). Of the 
66 forecasts, six related to either (i) Zorecasts of 
the combined group after takeover (often called 
pro-forma forecasts) or (1i) forecasts in respect of 
subsidiary companies of the bidder. More than 
one forecast was disclosed in some bids. A second 
forecast by a bidder is ignored for the purposes of 
the ensuing analysis, as are involuntary and repeat 
forecasts, leaving 47 bidders voluntarily disclosing 
a forecast. 

Summary descriptive statistics for all continuous 
variables are shown in Table 3. Missing values are 
a problem with some variables, especially LBs 
which is missing in 59% of cases. MC is missing 
in 32% of cases. Missing values are particularly a 
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Table 3 
-| Descriptive statistics of continuous independent variables 


Standard 
deviation 
117 
4,057 
38.0 
37.3 


Mean Median Skewness 


Variable Missing 


values 


130 (19%) 
157 (22%) 
223 (32%) 
416 (59%) 


Total 


701 
701 
701 
701 


118 
1,274 
30.1 
46.4 


117 
167 
9.9 
28.7 


— 0.26 

. 9.61) 
1.02 
0.55 


Bid horizon (days) 

Size (£m) 

% Management ownership 
% Large block shareholdings 


"This value (compared with values given in tables by Kanji (1993: 43)) would indicate that assumptions that 
.the variables are distributed normally are inappropriate. 


Bid horizon 


= Days from the date of the bid to the accounts year end date for which 


accounts have not been published. 


Size 

% Management ownership 
associates 

% Large block shareholdings 





problem with bidders that are individuals, consor- 
tiums, private companies and foreign companies. 

SIZE is highly positively skewed and assump- 
tions of normality may be inappropriate. Conse- 
quently, non-parametric bivariate statistical tests 
(which require few assumptions about the form of 
distribution of the variables) are reported in this 
paper. Spearman bivariate rank correlations to ex- 
amine correlation between the independent varia- 
bles are shown in Table 4. 

There are three high correlations: 


*QUOTED—iBS, (— 0.78) —Quoted companies are 
(as expected) less likely than unquoted (e.g. pri- 
vate, family-owned companies, consortia) to have 
large block shareholders; 

eMO—LBS (0.61)}—Private, family-owned com- 
panies and consortia are likely to have large 
block shareholders and, for the same reason, high 
percentage management ownership; and 

eMO—SIZE (—0.49)}—Private, family-owned com- 
panies and consortia with high percentage 
management ownership are significantly smaller 
firms. 


The correlations in Table 4 also indicate that 
non-UK/Irish companies are significantly less 
likely to be quoted on the London Stock Exchange 
and to issue shares as consideration for the target. 
Foreign bidders are significantly larger than UK/ 
Irish bidders. Firms with large block shareholdings 
are less likely to issue shares or a mixture of shares 
and cash as consideration for the target. Lastly, 
smaller firms are less likely to issue shares in con- 
sideration for. the target. 

In conclusion, there are few high correlations 
among the independent variables other than those 
highlighted. 


= Turnover measured in £m 
=% ordinary shares held by members of the board, their families and 


=% equity of the company held by substantial (> 5%) shareholders 


Table 5 reports Mann-Whitney U test results of 
differences in mean rankings of the continuous 
variables of forecasting and non-forecasting bid- 
ders. The analysis is run on three different samples 
(i) the full sample of all available cases for ana- 
lysis, (i) the sample corresponding to the full 
model in logit analysis (see Table 7), and (iti) the 
sample based on the reduced model. 

Mean rankings differ significantly on BHOR for 
all three samples. Forecast disclosure is associated 
with lower bid horizons. In the case of the full 
sample only, mean rankings on SIZE and LBs are 
significantly different for forecasters and nonfore- 
casters. Smaller bidders (contrary to expectations) 
and lower large block shareholdings are associated 
with forecast disclosure. The unexpected finding 
between size and forecast disclosure may be ex- 
plained by the presence in the full sample of for- 
eign firms which are significantly larger than UK 
and Irish firms. Such firms are less likely to dis- 
close a forecast. When foreign firms are excluded 
in the two smaller samples in Table 5, the mean 
rankings of size for forecasters is (as one would 
expect) higher (although not significantly so). 

Table 6 summarises the analysis of categorical 
variables between forecasters and non-forecasters. 
As predicted, the frequency of forecast disclosure. 
by bidders is greater during contested bids. Of the 
47 voluntary forecasts, 26 were disclosed during 
agreed bids and 21 during contested bids. Thus, a 
forecast was disclosed in only 5% of all agreed- 
bids, whereas one was disclosed in 9% of all con- 
tested bids. 

Purchase consideration ranged between cash, 
paper and various combinations of cash and pa- 
per. Nearly half were cash bids, with the remainder 
fairly evenly divided between paper or a mixture 
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Mann-Whitney U tests of differences in mean rankings between forecasters and non-forecasters for each 
continuous independent variable 


Mean rank 
Based on full sample of available cases 
Forecasters Non-forecasters Z-stat. Two-tailed 
probability 
Bid horizon 207 293 — 3.42 0.00** 
SIZe 221 276 = 1.96 0.05* 
% Management ownership 206 243 — 1.61 0.11 
% Large block shareholdings 104 146 == 2,35 0.02* 
Based on sample size of 316 per reduced model in Table 7 
Forecasters Non-forecasters Z-stat. Two-tailed 
probability 
Bid horizon 87 168 — 4.93 0.00** 
Size 150 160 — 0.62 0.53 
% Management ownership 165 159 — 0.38 0.71 
% Large block shareholdings 99 96 — 0.26 0.79 
Based on sample size of 192 per full model in Table 7 
Forecasters Non-forecasters Z-stat. Two-tailed 
probability 
Bid horizon 44 103 — 4.74 0.00** 
Size 89 97 — 0.62 0.53 
% Management ownership 107 95 — 0.90 0.38 
% Large block shareholdings 99 96 — 0.26 0.79 


_**Significant at <0.01 *Significant at <0.05 


Bid horizon = Days from the date of the bid to the accounts year end date for which 
accounts have not been published 
Size = Turnover measured in £m 


Management ownership 
associates 
Large block shareholdings 


of cash and paper bids. Less than half the bidders 
are quoted companies. A good spread of industries 
Is represented in the population. The majority of 
firms are UK/Irish firms, with a substantial group 
of foreign companies. There are a large number of 
missing values on the variable industry. 

Purchase consideration, listing status and na- 
tionality were significantly different for forecasting 
and nonforecasting bidders. The frequency of dis- 
closure is significantly greater in bids where the 
purchase consideration is paper or mixed (cash 
and paper), and by listed and UK/Irish bidders. 
These findings are all in the predicted directions. 

Only four bidders disclosed forecasts during 
cash bids. In two of these bids, forecast disclosure 
was motivated by the sale of shares to bidding 
company shareholders (to raise cash for the bid) 
father than the takeover. In the remaining two 
bids, the contested nature of the bid seems to be 
the motivation for disclosure, even though the 


=% ordinary shares held by members of the board, their families and 


=% equity of the company held by substantial (> 5%) shareholders 


consideration is cash. Disclosure of a forecast 
might have been made to influence target share- 
holders (or possibly bidder shareholders) cdhcern- 
ing the competence of bidder’s management abil- 
ity. Only two foreign bidders disclosed a forecast. 
Both were Dutch quoted companies. 

Multivariate analysis is carried out using logistic 
regression (logit analysis) to test the dichotomous 
dependent variable: disclosure/nondisclosure of a 
forecast. Logit models measure the probability of 
an event (disclosure/nondisclosure of a forecast) in 
the form In (p/l-p) rather than as a pure prob- 
ability value. The object of the logit model is to 
find estimates of regression coefficients which 
maximise the log likelihood that the observed -pat- 
tern of forecast disclosure would have océurred. 
Maximum likelihood estimation is used to esti- 
mate logit parameters that imply the highest prob- 
ability or likelihood of having obtained the ob- 
served sample. The variables coN and IND have _ 
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Table 6 
Differences in categorical variables between forecasters and non-forecasters 
Bid Forecasters Non-forecastzrs 
No. (%) No. (%) 
Agreed 26 ( 55) 451 ( 69) 
Contested 21 ( 45) 203 ( 31) 
47 (100) 654 (100) 
Pearson chi-square 3.75 (d.f. 1) Significance 0.05* 
Purchase consideration 
Cash 4( 9) 334 ( 52) 
Paper 25 ( 54) 167 ( 26) 
Cash and paper 17 ( 37) 146 ( 22) 
46 (100) 647 (100) 
Missing values 1 _7 
47 654 
Pearson chi-square 32.63 (d.f. 2) Significance 0.00** 
Listing status 
Quoted 38 ( 81) 293 ( 45) 
Unquoted 9 (19) 361 ( 55) 
47 (100) 654 (100) 
Pearson chi-square 22.86 (d.f. 1) Significance 0.00** 
Industry 
Capital goods 7 ( 19) 86 ( 27) 
Durable goods 8 ( 22) 30( 9) 
Non-durable goods 7 ( 20) 81 ( 25) 
Banks and financial 8 ( 22) 75 ( 24) 
Other _6 ( 17) 48 ( 15) 
36 (100) 320 (100) 
Missing values 11 334 
47 654 
Pearson chi-square 6.22 (d.f. 4) Significance 0.18 
Nationality 
UK/Irish companies 45 ( 96) 475 ( 73) 
Other nationalities 2¢( 4) 179 (27) 
47 (100) 654 (100) 


Pearson chi-square 12.23 (d.f. 1) Significance 0.00** 
**Significant at <0.01 *Significant at <0.05 


more than two categories. The effect of these cate- 
gories is calculated by reference to the average ef- 
fect of all categories (rather than compared with a 
single category) (Norusis, 1994:13). 

The variables’ sizz, Mo and LBs are log-trans- 
formed for logit analysis to reduce skewness (to 
LNSIZE, LNMO and LNLBS). 

The model chi-square goodness-of-fit statistic is 
calculated. Explained variation of the model is 
measured by McFadden’s pseudo R?. The signifi- 
cance level for each coefficient is measured using 
the Wald statistic which has a chi-square 
distribution. 


In order to increase the number cf cases ana- 
lysed, it was decided to test a reduced model ex- 
cluding Las, which has a large number of missing 
values. Exclusion of LBs increases the number of 
cases analysed from 192 to 316 (out of a maximum 
of 701 cases). The models analysed are summari- 
sed as follows: 

Full model: p(disclosure) =/(BID, BHOR, CON, 
MO, LBS, SIZE, QUOTED, IND, NAT) 
Reduced model: p(disclosure) = (BID, BHOR, 
CON, MO, SIZE, QUOTED, IND, NAT) 

Table 7 shows that in the full model only two 
variables, BHOR and BID, are significant. As pre- 
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Table 7 


Parameter estimates of logit regression of forecast disclosure 


Explanatory variables 


Intercept 
BHOR 
BID 


CON (Cash? 
CON (Paper) 


LNMO 
LNLBS 
LNSIZE 


Full model including LBS 


Regression 
coefficients 


=: 332 
— 4.14 
1.15 
— 5.86 
2.85 
0.17 
0.25 
0.14 


Wald 


0.17 
17.46** 
4.07* 
0.14 
0.13 
0.74 
0.30 
0.73 


Reduced model excluding LBS 


Regresion 
coefficients 


— 2.02 
— 3.66 
1.01 
= 1.32 
0.95 
— 0.01 


0.06 


Wald 


4.65* 
23.00** 
5.82* 
6.17* 


QUOTED = 115 
IND (Capital goods) — 0.36 
IND (Durable goods) 0.72 
IND (Non-durable goods)? —0.17 


IND (Other) —0.58 


Model chi-square? 
McFadden’s R?* 33.8% 


46.19 (d.f. 12)** 


0.59 =0:73 
0.46 —0.31 
1.21 0.98 
0.12 —0.53 
1.11 ' —0.23 


48.04 (d.f. 11)** 
22.3% 


Number of observations 192 cases 316 cases 


**Significant at <0.01; *Significant at <0.05 


"The Wald statistic tests the null hypothesis that a coefficient is 0. It has a y? distribution. 
?The third purchase consideration dummy and the fifth industry dummy are captured in the intercept term. 
3Model chi-square is the difference between —2 log likelihood for the model with only a constant and —2 log 
likelihood for the current model. The model chi-square tests the null hypothesis that the coefficients for all 
terms in the current model except the constant are 0. This can be used to test whether a set of predictors 
improves the fit of a model (McCullagh and Nelder, 1989: 118-119). Other goodness of fit statistics such as 
—2 log likelihood or the Hosmer-Lemeshow Goodness of Fit are not reported as SPSS does not print p- 
values for these because the assumptions underlying their chi-square approximation are rarely met in 


practice. 


‘This is 1 — (log likelihood at convergence/log likelihood with constant term only). It provides a measure of 
the explanatory power of the logit model and is similar to the R? value in OLS regression. 
SA classification Table to accompany this analysis is shown in Appendix 1. 


dicted, the probability of disclosure increases as 
bid horizon decreases and in contested bids. In the 
reduced model, in addition to BHOR and BID, 
CON and IND are significant. The probability of 
disclosure increases as bid horizon decreases, 
during contested bids and in paper bids. Con- 
versely, a forecast is less probable in cash bids. A 
forecast is significantly more likely in the durable 
goods industry. Profits may be easier to forecast 
in this type of industry. 

McFadden’s R? declined from 34% in the full 
model to 22% in the reduced model. Both the full 
and reduced models are significant at conventional 
levels. 


4.2. Influence of good newslbad news 

Table 8 analyses deviations from market expec- 
tations (ME) for bidders between forecasters and 
non-forecasters. A forecast is disclosed in 16 cases 
(out of 121—13%) with positive deviations from 





expectations (POSME) and in seven cases (out of 
91—8%) with negative deviations (NEGME). 
However, chi-square statistics indicate that this 
difference in frequency is not significant. 

Mann-Whitney U test results in Table 9 show 
that the mean rankings in deviation from market 
expectations overall, and of the negative subsam- 
ple, are significantly different for forecasters and 
non-forecasters. In both cases, mean rankings are 
significantly higher where a forecast was disclosed. 
There is no significant difference in mean rankings 
for the positive deviations subsample. 

Thus, for deviations of market expectations 
overall, the result indicates that a forecast is more 
likely the better the news. However, for the subset 
of firms with good news to disclose, the extent of 
good news does not appear to influence the disclo- 
sure decision. This is not the case with the negative 
sub-sample of firms. The results suggest that the 
worse the bad news, the less likely a forecast. In 
other words, when the bad news is very bad, a 
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Table 8 
Analysis of deviation from market expectations variables 


Positive market expectations 
Negative market expectations 


Pearson chi-square 1.62 (d.f. 1) Significance 0.19 


Table 9 
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Forecasters 
No. (%) 


16 ( 70) 


Non-forecasters 
No. (%) 


105 ( 56) 


Mann-Whitney U tests of differences in mean rankings between forecasters and non-forecasters for deviation 


from market expectations variables 


Forecasters Non-forecasters 
135 


Market expectations 
Positive market expectations 
Negative market expectations 


**Significant at <0.01 *Significant at <0.05 


forecast is less likely. In summary, a forecast is 
more likely if there is good news to disclose or if 
the bad news to be disclosed is not too bad. Over- 
all, these results provide evidence to support the 
hypothesis that forecast disclosure is more likely 
when firms have good news to disclose. 

The logit models in Table 7 were re-run 
including the news variable ME. The variable was 
included in the models in two ways: the absolute 
value (ABSME) which measures the absolute differ- 
ence between consensus analysts’ forecasts and 
subsequent actual results. This tests whether the 
disclosure decision is influenced by variations from 
market expectations on their own. The models are 
also run including the signed value of ME, which 
examines the combined influence of variations 
from market expectations and the news content of 
the variation. Only 107/184 cases are available for 
analysis in the full/reduced model. 

Table 10 shows that the model including ABSME 
gives similar results to the models in Table 7. 
ABSME is not significant in the model, suggesting 
that variations from market expectations, on their 
own, are not influencing the disclosure decision. 

However, the signed ME variable is highly posi- 
tively significant in both the full and reduced mod- 
els. This suggests that bidders are significantly 
more likely to disclose forecasts when there is good 
news to communicate. Thus, in the context of 
takeover bids, the findings do not support the ex- 
pectations adjustment hypothesis of Ajinkya and 


Two-tailed 
probability 
0.02* 


0.25 
0.00** 


Mean rank 
Z-statistic 


= 2.37 
— 1.14 
—3.06 


103 
70 60 
75 44 





Gift (1984) that forecasts occur in cases in which 
good news adjustments are called for and in cases 
of bad news adjustments. 

As forecasts are often made very close to the 
year end, and sometimes cover only a short (say 
six-month) period, it is questionable whether they 
add any value or disclose new information to the 
market. Quantitative forecasts disclosed were com- 
pared with consensus analysts’ forecasts to exam- 
ine the amount of ‘new’ information disclosed in 
the management forecast. As shown in Table 2 
earlier, there were 66 forecasts by bidders in the 
sample. Table 11 analyses the forecasts by degree 
of quantification—whether point, range or not 
quantified. Of the 66 forecasts, 55 were quanti- 
fied—14 point forecasts and 41 range forecasts. 

Forecast deviations (FD) (comparison of the 
forecast with consensus analysts’ forecast) for the 
quantitative forecasts were calculated. A compari- 
son consensus analyst forecast was only available 
in 23 (42%) cases. There were 11 (48%) forecasts 
within +/— 5% of consensus analyst fcrecasts—i.e., 
with only a small amount of new incormation to 
disclose to the market. However, in 12 cases (52%) 
the deviation was greater than 5% of prevailing 
consensus analyst forecasts, suggesting that some 
forecasts do occur when there is new information 
to communicate and when good news/bad news 
adjustments are needed. Only five (22%) forecasts 
were +/—10% of consensus analyst forecasts, of 
which only two were more than 20% greater. 
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Table 11 
Quantification of bidders’ forecasts 


Quantification 
Point 

Range 

Not quantified 


Pearson chi-square 32.83 (d.f. 2) Significance 0.00** 
**Significant at <0.01 


Table 12 
Extent of new information in quantitative forecasts 


Negative forecast deviations 
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Involuntarylrepeat 
No. 


0 

4 
= 
13 


Management forecast > 10% lower than consensus analyst forecasts 
Management forecast 5-10% lower than consensus analyst forecasts 
Management forecast 0-5% lower than consensus analyst forecasts 


Positive forecast deviations 


Management forecast 0-5% higher than consensus analyst forecasts 
Management forecast 5-10% higher than consensus analyst forecasts 
Management forecast 10-20% higher than consensus analyst forecasts 
Management forecast > 20% higher than consensus analyst forecasts 


The majority (16—-70%) of forecasts in Table 12 
are positive (good news) forecasts (i.e. forecast 
greater than prevailing market expectations as 
measured by consensus analyst forecasts). None- 
theless, there were seven (30%) negative forecasts. 
This suggests that, although disclosure is influ- 
enced by good news, in come cases bad news may 
also be disclosed. 


4.3. Accuracy of forecasts 

Although not a primary objective of this paper, 
the accuracy of forecasts is of interest, mainly be- 
cause there is a widespread perception that fore- 
casts may not be reliable. This is driven to a large 
extent by the substantial press coverage in cases 
where forecasts are not realised. For example, 
Sketchley, a target company which successfully 
beat off two hostile bids in 1990, forecast pre-tax 
profits of £6m during both bids. Actual results 
amounted to losses of £2m (£8.1m after tax and 
extraordinary items). This event attracted pages of 
comment in the financial press. Conversely, there 
is little comment when a forecast is met, and 
maybe only one or two lines of comment where 
actual results substantially exceed the forecast. 





Measuring the accuracy of forecasts disclosed 
during takeovers is difficult. Dev, and Webb 
(1972), among others, have pointed to the non- 
comparability of forecast results with actual results 
after takeover. New managements are likely to 
adopt new operating policies and different ac- 
counting assumptions. In addition, they are 
unlikely to separately disclose the results of the 
companies taken over. Dev and Webb (1972) sug- 
gest that it is only when bids fail that forecast and 
actual profits are likely to be on a comparable ba- 
sis, subject to the additional caveat that there is 
evidence that management may attempt to fit’ ac- 
tual results to the forecast after the takeover (Fer- 
ris, 1975). 

Actual results were only available from Data- 
stream and/or The Earnings Guide in 26 (47%) 
cases. Reasons for unavailability of data include 
where the bidder is not a UK company, where the 
forecast is for a period other than a year and 
where an unusual financial item such as a dividend 
or trading margin is forecast. 

Results in Table 13 show that the forecast was 
met in all 26 cases. This is to be expected. Bidders, 
unlike target companies, control and choose the 
timing of the bid, which is usually when the bidder 
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is performing well. There were 17 (65%) forecasts 
within 5% of the subsequent actual results. In four 
(15%) cases, the forecast exceeded actual results by 
5-10% and in three (12%) cases by 10-20%. In the 
case of two forecasts, actual results substantially 
exceeded the forecast. This may be due to forecast 
inaccuracy, or because the subsequent actual re- 
sults are based on a different group composition 
(for example, including the target taken over). 


5. Comparison of forecast disclosure by 
bidders and targets 


5.1. Differences in explanators of forecast 
disclosure between bidders and targets 

Forecasts may be disclosed by bidders, targets 
or both parties during takeover bids. Motivations 
for disclosure by bidders and targets are compared 
and summarised im Table 14, which shows that 
they are quite different. 

Disclosure of forecasts by target companies has 
been examined In Brennan (1999). Explanators of 
disclosure for bidders and targets are summarised 
In Table 15. Similar to the findings for bidders in 
this paper, target companies were found to be 
significantiy more Hkely to disclose a forecast 
during contested bids and, only in the case of 
agreed bids, where the bid horizon was lowest. In 
contested bids, large block shareholdings signifi- 
cantly increased the likelihood of a target com- 
pany forecast. By contrast, purchase consideration 
was a significant factor in influencing disclosure by 
bidding companies. 

For both bidders and targets, there was a clear 
tendency to disclose good news forecasts. 


5.2 Interaction between bidders and targets in 
disclosing forecasts 

There is a considerable amount of verbal joust- 
ing in takeover documents, especially during con- 
tested bids. In respect of profit forecasts, this can 


Table 13 
Accuracy of bidders’ forecasts 


Data available 
Data not available 
Quantified forecasts 


Level of accuracy 

Actual results less than forecast 
Actual results 0-5% greater than forecast 

Actual results 5-10% greater than forecast 
Actual results 10-20% greater than forecast 
Actual results 20% or more greater than forecast 


189 


take two forms. Sometimes one side attacks the 
other for not disclosing a forecast to support as- 
sertions made in an earlier takeover document. 
For example, the extract below shows Grampian 
attacking Macarthy for not providing a forecast. 
However, shareholders in Macarthy were not con- 
vinced by this attack as Grampian’s bid was not 
successful. 


*Macarthy has not given any clear informa- 
tion on its current trading and still has not 
published the interim results for the six 
months ended 3lst March 1991. As share- 
holders, you must be wondering why your 
Board is unable or unwilling to provide any 
indication of the results for the current f- 
nancial year and whether Macarthy’s earn- 
ings per share in 1991 will reach even last 
year’s level.’ 


IMI, in its 1991 bid for Birmingham Mint, used 
the absence of a forecast to attack Birmingham 
Mint’s dividend forecast. 


‘Despite claims of “excellent prospects for the 
1990’s’’ your board has failed to publish a 
profit forecast to justify this claim. 


—The forecast full year dividend of 6.5p is 
irresponsible. It will not be adequately cov- 
ered by earnings and will further weaken the 
cash position. 

— There is no evidence to suggest that future 
dividends can be sustained at this level.’ 


Alternatively, if there 1s disclosure, the forecast 
itself may be attacked. For example, target com- 
pany Pleasurama attacked Mecca’s forecast in 
1988 for the calculation of growth rate in its 
forecast. 


‘Mecca’s growth: 24 or 10%? 
Mecca forecasts growth in earnings per share 
of not less than 24 per cent. (before excep- 





190 


Table 14 
Comparison of motivations for disclosure of forecasts by bidders and targets 


Bidders 
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Targets 


Motivations in agreed bids 


To support price of shares being offered to 
target shareholders as consideration for the 
target 

To support price of new shares issued to bidding 
company shareholders to raise cash to acquire 
the target 

To put information into the public domain to 
enable it to be discussed privately 


e To support directors’ recommendation to target 
shareholders to accept the bid 


e Required by bidder to support information 
provided during bid negotiations 


° To put information into the public domain to 
enable it to be discussed privately 


Motivations in contested bids 


To support price of shares being offered to 
target shareholders as consideration for the 
target 

To support price of new shares issued to bidding 
company shareholders to raise cash to acquire 
the target 

To put information into the public domain to 
enable it to be discussed privately 

To persuade target shareholders that bidding 
company management will run the company 
better than current management 


Source: Derived from Brennan (1998) 


tional property profits). This forecast in- 
cludes the one-off benefit from the timing of 
the acquisition of Ladbroke Holidays. The 
exclusion of three of Ladbroke Holidays’ 
loss-making winter months is estimated to 
have saved £1.5m and next year’s results will 
bear the full impact of these losses. Pleasur- 
ama estimates that if this benefit had not 
been available and financing for the acquisi- 
tion had been in place for the full year, the 
pro forma growth in earnings per share (before 
exceptional property profits) would have been 
less than 10 per cent (assuming that Mecca’s 
profit forecast for the year ended 30th Sep- 
tember 1988 is exactly achieved).’ 


General Motors based its attack on the use of 
misleading information in the forecast. 


‘SD-Scicon multiplies its forecast profits by 
other software company price earnings mul- 
tiples. This is misleading.’ 

Table 16 examines forecast disclosure patterns 
for evidence of interaction between bidders and 
target firms and forecast disclosure. In 504 (77%) 
bids, no forecast was disclosed by either party to 
the bid. A forecast was disclosed by target com- 
panies in 114 (16%) of bids, while a forecast was 
disclosed by bidders only in 20 (3%) bids.. In only 


e To persuade target shareholders that the bid 
price is inadequate 


To persuade target shareholders that current 
management will run the company better than 
bidding company management 

e To signal that the target company is going to 
strongly defend the bid 

° To get an increase in the bid price 





27 (4%) bids did both the bidder and target com- 
pany disclose a forecast, suggesting that in only a 
small minority of cases does disclosure by one 
party to the bid prompt disclosure by the other 
party. There is a significant difference in disclosure 
patterns between agreed and contested bids. In 
contested bids forecast disclosure is more likely, 


_ particularly by target firms. 


6. Summary and conclusions 


This research is concerned with profit forecast dis- 
closure by bidders during UK takeover bids. The 
very fact that there is a significant level of profit 
forecast disclosure during UK takeover bids, while 
there is little such disclosure in routine, periodical 
contexts, suggests intuitively thatthe major deter- 
minants in the decision to disclose profit forecasts 
during takeover bids are themselves takeover- 
specific. 

Moreover, the fact that there is a general culture 
hostile to routine disclosure of profit forecasts in 
the UK suggests that bidders’ general motivation 
will be to make no disclosure unless there are very 
attractive or compelling reasons. If disclosure of 
profit forecasts were a routine feature of company 
behaviour, a decision to make a forecast in a take- 
over situation would not require any particularly 
strong motivation. Conversely, if strong motiva- `: 
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Table 15 
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Comparison of explanators of forecast disclosure between bidders and targets 


Bidders 

Type of bid* 

Bid horizon** 

Purchase consideration** 
Management ownership 
Large block shareholdings 


Targets 
Type of bid** 
Bid horizon**! 


Management ownership 
Large block shareholdings**? 
Industry*! 


Good news** 


**Significant at <0.01; *Significant at <0.05 


‘Agreed bids only 
*Contested bids only 


Table 16 


Interaction of forecast disclosure by bidders and targets 


Forecast disclosure 


No forecast by either bidder or target 
No forecast by bidder, forecast by target 
Forecast by bidder, none by target 
Forecast by both bidder and target 


Pearson chi-square 48.10 (d.f. 3) Significance 0.00** 
**Significant at <0.01 


tion is needed to overcome a general reluctance to 
disclose profit forecasts, one would intuitively ex- 
pect to find this confirmed by statistical analysis. 

Many bidders not normally disclosing profit 
forecasts were found to do so during takeover 
bids. Disclosure choices were dominated by the 
takeover context of the research. Two variables, 
type of bid and bid horizon, accounted for almost 
all the variation in disclosure. 

Probability of forecast disclosure was greater 
the shorter the bid horizon and during contested 
bids. The closer the bid date to the forecast period 
end, the less risk of getting the forecast wrong. If 
the bid date is very close to the year end, less work 
and management time is necessary to bring out a 
forecast. The finding that bid horizon was signifi- 
cantly shorter for forecasters is therefore to be 
expected. 

It is not surprising that more profit forecasts are 
disclosed in the competitive environment of con- 
tested bids, when managements on both sides are 
defending their performance and are attacking the 


Contested bids 
No. 


138 
65 
i 
_14 
224 


Agreed bids 





other side’s performance. Disclosure in contested 
bids may be motivated by considerations of the 
direct effect of the information in the forecast, and 
by other indirect effects of disclosure. 

Purchase consideration was expected to be very 
influential on bidders’ disclosure decisions. In cash 
bids, there seems little reason for bidders to dis- 
close forecasts, and it is hard to see how forecasts 
by bidders would be influential except in excep- 
tional circumstances. A forecast was only disclosed 
in four cash bids: either because shares were 
separately issued to raise cash for the bid or be- 
cause of the contested nature of the bid. 

Bivariate results shown in Tables 5 and 6 on the 
full sample are very different from multivariate re- 
sults: size, substantial shareholdings, listing status 
and nationality were significantly different in bi- 
variate analysis for forecasters and non-forecast- 
ers, yet in multivariate analysis none of these var- 
iables were significant. This could be due to 
missing values resulting in omission of unquoted 
and foreign bidders from multivariate analysis. 
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When the bivariate analysis is re-run using the 
same samples as in Table 7 (i.e. 192/316 cases) the 
bivariate and multivariate results are consistent. 


6.1. Comparison with previous research findings 
Ruland (1979), Cox (1985), Lev and Penman 
(1990), Clarkson, Kao and Richardson (1994) and 
Frankel, McNichols and Wilson (1995) (for utili- 
ties only) found size to be significantly different 


between forecasters and non-forecasters. No- 


significant difference in size between the two 
groups was found by Waymire (1985). In the bi- 
variate analysis in this study, forecasting bidders 
were significantly smaller than nonforecasting bid- 
ders, contrary to expectations. This may be be- 
cause bidders are generally large firms (on average 
larger than targets). In multivariate models size 
was not significant. Thus, once other factors were 
conrolled for, size did not generally explain differ- 
ences in forecasting. 

Ruland, Tung and George (1990) found own- 
ership structure to be the most important variable 
in multivariate analysis explaining voluntary dis- 
closure of forecasts. There was no support for 
percentage management ownership as an explana- 
tion of forecast disclosure in this research. 

The findings in this research for bid horizon are 
opposite to those in Waymire (1985). Waymire 
found that the forecast horizons for regular repeat 
forecasters were longer than for non-repeat fore- 
casters. In addition, he found that earnings of re- 
peat forecasters are significantly less volatile than 
non-repeat forecasters. Waymure suggests that 
non-repeat forecasters, with highly volatile earn- 
ings, disclose forecasts closer to the year end to 
reduce the risk of making an erroneous forecast. 
In this research, bid horizon for forecasters is, as 
one would expect, shorter than for non- 
forecasters. 


6.2. Influence of news 

Bivariate and multivariate results support the 
hypothesis that forecast disclosure is more likely 
when there is good news to report. Of the forecasts 
disclosed, more were good news forecasts although 
there were a sizeable minority of bad news 
forecasts. 

These results must be interpreted with caution 
for two reasons. First, there were only 212 cases 
available for analysis. Bidders tend to be larger 
firms, with PR departments, and may be better at 
guiding market expectations through analysts’ 
forecasts. Thus, market expectations are less likely 
to be out of line for bidders, who are less likely 
therefore to disclose a forecast. 
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6.3. Other issues 

Analysis showed that all bidder forecasts were 
met. Actual results were generally within 10% of 
the forecast. 

As motives for disclosure are quite different for 
bidders and targets, explanators of disclosure dif- 
fered somewhat. For both bidders and targets, 
forecast disclosure is more likely in contested bids 
and with shorter bid horizons (in agreed bids only 
for targets). Purchase consideration is a significant 
influence on disclosure for bidders, with more fore- 
casts disclosed during paper bids. Large block 
shareholdings is an influence on disclosure for tar- 
gets in contested bids. There is little evidence that 
disclosure of a forecast by one party is influenced 
by disclosure by the.other party to the bid. 


6.4. Suggestions for further research 
is research focusses on what motivates 


management to disclose forecasts. A shareholder 


perspective is an alternative approach. Share price 
behaviour before/after takeovers could be exam- 
ined to identify whether share prices differed where 
forecasts were disclosed. There are difficulties, 
however, with share price studies. Share prices will 
not be available if the share quotation has been 
suspended during takeover. There may be so many 
other events occurring during bids that it may be 
difficult to isolate share reactions as related spe- 
cifically to disclosure of forecasts. Variability of 
newspaper coverage will also affect share prices. 

Voluntary disclosure is one potential manage- 
ment response to valuation problems in public 
markets. Further research is needed to understand 
which voluntary disclosures are credible, and how 
voluntary disclosure affects analyst and institu- 
tional investor interest in the firm. Usefulness to 
recipients of the information disclosed in profit 
forecasts, and the format of its disclosure, could 
be examined. 

An additional issue to consider is whether ana- 
lysts follow forecasts disclosed. The change in an- 
alysts’ forecasts (including the direction of change) 
as a result of disclosure could be examined. If an- 
alysts’ forecasts do not move toward manage- 
ments’ forecasts, this would suggest that manage- 
ments’ forecasts are not useful. 

Because the findings of the research are specific 
to the takeover context of the study and may not 
apply to non-takeover situations, future research 
might examme forecast disclosures in other con- 
texts to re-examine some of these findings. The 
dominance of the takeover context on the results 
suggests that more research is needed to study dis- 
closures in specialist settings. 
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Appendix 1 
Classification tables 


Table 7 Full model 


Predicted 
Observed No. No. 
No disclosure 165 5 
Disclosure 15 7 


180 12 


% correct 
97.06 
31.82 


Table 10 Full model signed ME 


Predicted 
Observed No. No. 
No disclosure 91 3 
Disclosure 


% correct 
96.81 
69.23 


References 


Ajinkya, B. and Gift M. (1984). ‘Corporate managers’ earnings 
forecasts and symmetrical adjustments of market expecta- 
tions’. Journal of Accounting Research, 22 (2): 425-444. 

Baginski, S.P., Hassell, J.M. and Waymire, G. (1994). ‘Some 
evidence on the news content of preliminary earnings esti- 
mates’. Accounting Review, 69 (1): 265-273. 

Ball, R. and Foster, G. (1982). ‘Corporate financial reporting: 
a methodological review of financial research’. Journal of Ac- 
counting Research, 20 (Supplement): 161-234. 

Berkovitch, E. and Narayanan, M.P. (1990). ‘Competition and 
the medium of exchange in COVERS Review of Financial 
Studies, 3 (2): 153-174. 

Biddle, G.C. and Saudagaran, S.M. (1989). “The effects of fi- 
nancial disclosure levels on firms’ choices among alternative 

foreign exchanges’. Journal of International Financial Manage- 
ment and Accounting, 1 (1): 55-87. 

Bradbury, M.E. (1992), “Voluntary disclosure of financial seg- 
ment data: New Zealand evidence’. Accounting and Finance, 
32 (1): 15-26. 

. Brennan, N. (1998). Disclosure of Profit Forecasts during Take- 
overs: Evidence from Directors and Advisors, Edinburgh: In- 
stitute of Chartered Accountants of Scotland. 

Brennan, N. (1999). “Voluntary disclosure of profit forecasts by 
target companies in takeover bids’. Journal of Business Fi- 
nance and Accounting, 26 (7/8): 883-917. 

Carleton, W.T., Guilkey, D.K., Harris, R.S. and Stewart, J.F. 

- (1983). ‘An empirical analysis of the role of the medium of 
exchange in mergers’. Journal of Finance, 38 (3): 813-826. 

Carmichael, D.R. (1973). ‘Reporting on forecasts: A United 
Kingdom perspective’. Journal of Accountancy, 135 (1): 36-47. 
Clarkson, P.M., Dontoh, A., Richardson, G. and Sefcik, S.E. 
(1992). ‘The voluntary inclusion of earnings forecasts in IPO 
prospectuses’. Contemporary Accounting Research, 8 (2): 
601-626. 

Clarkson, P.M., Kao, J.L. and Richardson, G.D..(1994). ‘The 
voluntary inclusion of forecasts in the MD&A section of an- 
nual reports’. Contemporary Accounting Research, 11 (1-ID: 
423-450. 

Cooke, T.E. (1992). ‘The impact of size, stock market listing 
and industry type on disclosure in annual reports of Japanese 
listed corporations’. Accounting and Business Research, 22 
(Summer): 229-237. 

Courtis, J.K. (1992), ‘The reliability of perception-based annual 
report disclosure studies’. Accounting and Business Research, 
23 (Winter): 31-43. 


89.58 overall 


9 
12 93.46 overall 





193 


Table 7 Reduced model 
Predicted 
No. No. 
278 4 
_29 
307 


% correct 
98.58 

14.71 

89.56 overall 


2 
9 


Table 10 Reduced model signed ME 
Predicted 
No. No. 

160 


% correct 
98.16 

33.33 

90.76 overall 


Cox, C.T. (1985). ‘Further evidence on the representativeness 
of management earnings forecasts’. Accounting Review, 60 (4): 
692-701. 

Dev, S. and Webb, M. (1972). ‘The accuracy of company profit 
forecasts’. Journal of Business Finance, 4 (3): 26-39. 

Eckbo, B.E., Giammarino, R.M. and Heinkel, R.L. (1990). 
‘Asymmetric information and the medium of exchange in 
takeovers: theory and tests’. Review of Financial Studies, 3 (4): 
651-675. 

Ferris, K.R. (1975). ‘Profit forecast disclosure: the effect on 
managerial behaviour’. Accounting and Business Research, 4 
(Spring): 133-139. 

Ferris, K.R. (1976). “The apparent effects of profit forecast dis- 
closure on managerial behaviour: an empirical examination’. 
Journal of Business Finance & Accounting, 3 (3): 53-66. 

Firth, M.A. and Smith, A. (1992), ‘The accuracy of profits fore- 
casts in initial public offering prospectuses’. Accounting and 
Business Research, 22 (Summer): 239-247. 

Fishman, M.J. (1989). ‘Preemptive bidding and the role of the 
medium of exchange in acquisitions’. Journal of Finance, 44: 
41~57. 

Frankel, R., McNichols, M. and Wilson, G.P. (1995). ‘Discre- 
tionary disclosure and external financing’. Accounting Review, 
70 (1): 135-150. 

Franks, J.R., Harris, R.S. and Mayer, C. (1988). ‘Means of 
payment in takeovers: Results for the United Kingdom and 
the United States’. In: Corporate Takeovers: Their Causes and 
Consequences. Auerbach, A.J. (Ed.). Chicago: The University 
of Chicago Press: 221-263. 

Frost, C.A. and Pownall, G. (1994). ‘Accounting disclosure 
practices in the United States and the United Kingdom’. Jour- 
nal of Accounting Research, 32 (1): 75-102. 

Gray, S.J., Roberts C.B., and Gordon, P.D. (1991). Making 
Corporate Reports Valuable: A Survey of Corporate Reporting 
Practices by Major UK Companies. Glasgow: Institute of 
Chartered Accountants of Scotland. 

Great Britain (1985). Companies Act 1985. London: Her Maj- 
esty’s Stationery Office. 

Jaggi, B. (1978). ‘Comparative accuracy of management’s an- 
nual earnings forecasts’. Financial Management, (Winter): 
24-32. 

Jensen, M.C. and Meckling, W.H. (1976). ‘Theory of the firm: 
managerial behaviour, agency costs and ownership structure’. 
Journal of Financial Economies, 3: 305-360. 

Kanji, G.K. (1993). 100 Statistical Tests. London: Sage 
Publications. 

Kasznik, R. and Lev, B. (1995). “To warn or not to warn: 
management disclosures in the face of an earnings surprise’. 
Accounting Review, 70 (1): 113-134. 


194 


Keasey, K. and McGuinness, P. (1991). “Prospectus earnings 
forecasts and the pricing of new issues on the unlisted secu- 
rities market’. Accounting and Business Research, 21 (Spring): 
133-145. 

Leftwich, R., Watts, R. and Zimmerman, J. (1981). ‘Voluntary 
corporate disclosure: the case of interim reporting’. Journal of 
Accounting Research, 19 (Supplement): 50-77. 

Lev, B. and Penman, S.H. (1990). ‘Voluntary forecast disclo- 
sure, non-disclosure and stock prices’. Journal of Accounting 
Research, 28 (1): 49-76. 

Limmack, R.J. (1991). ‘Corporate mergers and shareholder 
wealth effects 1977-1986’. Accounting and Business Research, 
21 (Summer): 239-251. 

London Stock Exchange (1997). The Listing Rules. London: 
London Stock Exchange. 

Malone, D., Fries, C. and Jones, T. (1993). ‘An empirical 
investigation of the extent of corporate financial disclosure in 
the oil and gas industry’. Journal of Accounting, Auditing and 
Finance, 8 (3): 249-273. 

McCullagh, P. and Nelder, J. A. (1989). Generalised Linear 
Models, 2nd ed. London: Chapman and Hall. 

MeNichols, M. (1989). ‘Evidence of informational asymmetries 
from management earnings forecasts and stock returns’. Ac- 
counting Review, 64 (1): 1-27. 

Milgrom, P. (1981). “Good news and bad news: representation 
theorems and applications’. Bell Journal of Economics, 12: 
381-391. 

Norusis, M.J. (1994). SPSS Advanced Statistics 6.1. Chicago: 
SPSS Inc. 

Panel on Takeovers and Mergers (1993). The City Code on 
Takeovers and Mergers. 4th ed. London: The Panel on Take- 
overs and Mergers. 

Patell, J.M. (1976). ‘Corporate forecasts of earnings per share 
and stock price behaviour: empirical tests’. Journal of Ac- 
counting Research, 14 (2): 246-276. 

Penman, S.H. (1980). ‘An empirical investigation of the vol- 
untary disclosure of corporate earnings forecasts’. Journal of 
Accounting Research, 18 (1): 132-160. 


ACCOUNTING AND BUSINESS RESEARCH 


Pownall, G., Wasley, C. and Waymire, G. (1993). “The stock 
price effects of alternetive types of management earnings fore- 
casts’. Accounting Review, 68 (4): 896-912. 

Pownall, G. and Waymire, G. (1989). ‘Voluntary disclosure 
credibility and securities prices: evidence from management 
earnings forecasts, 1969-1973’. Journal of Accounting Re- 
search, 27 (2): 227-245. 

Ruland, W. (1979). The time series of earnings for forecast re- 
porting and non-reporting firms’. Journal of Business Finance 
& Accounting, 6 (2): 187-201. 

Ruland, W., Tung S. and George, N.E. (1990). ‘Factors asso- 
ciated with the disclosure of managers’ forecasts’. Accounting 
Review, 65 (3): 710-721. 

Schipper, K. (1981). ‘Discussion of voluntary corporate disclo- 
sure: the case of interim reporting’. Journal of Accounting Re- 
search, 19 (Supplement): 85-88. 

Securities and Exchange Commission (1977). Report of Advi- 
sory Committee on Corporate Disclosure. Washington, D.C.: 
US Government Printing Office. 

Skinner, D.J. (1994). ‘Why firms voluntarily disclose bad news’. 
Journal of Accounting Research, 32 (1): 38-60. 

Sudarsanam, P.S. (1995). The Essence of Mergers and Acqui- 
sitions. Hemel Hempstead: Prentice Hall International (UK) 
Limited. 

Travios, N.G. (1987). ‘Corporate takeover bids, methods of 
payment and bidding rms’ stock returns’. Journal of Finance, 
42 (4): 943-963. 

Waymire, G. (1984). ‘Additional evidence on the information 
content of management earnings forecasts’. Journal of Ac- 
counting Research, 22 (2): 703-718. 

Waymire, G. (1985). ‘Earnings volatility and voluntary 
management forecast disclosure’. Journal of Accounting Re- 
search, 23 (1): 268-295. 

Westwick, C.A. (1972). ‘Profit forecasts in bid situations’. 
Accountancy, 83 (July: 10-16. 


Accounting and Business Research, Vol. 30. Ho. 3. pp. 195-211, Summer 2000 


195 


Cost accounting in the shipbuilding, 
engineering and metals industries of the 
West of Scotland, “The Workshop of the 


Empire’, c1900-1960 


A.L.M. Fleming, S. McKinstry and K. Wallace* 


Abstract—This article examines the nature, use and development of costing systems employed in the shipbuilding, 
engineering and metals industries of the West of Scotland between the years c1900-1960. The research is for the 
most part archivally-based, and is founded on the surviving records of 11 firms across the sector. The sector’s 
business history is outlined, the systems in use are then examined firm by firm, after which general conclusions are 
drawn about their common characteristics. Most were job or contract-based cost systems, in which rudimentary 
absorption techniques for overheads were applied, estimates were compared progressively with actuals and the 
control of departmental overhead expenditure was broadbrush. Cost accounting development within the sector is 
next examined, in particular the rejection of standard costing and budgetary control. This is linked with scepticism 
which existed about the relevance of Taylorism and Scientific Management to the area’s industries, and also with 
the fragile industrial relations climate which prevailed over much of the period and which caused some firms to 
avoid payment by results remuneration systems. An engineering culture among management may also have inhibited 
the development of costing. The costing systems which were employed are assessed as having been adequate. The 
article concludes by suggesting that the factors identified as inhibiting costing development may well apply in future 


studies of the history of cost accounting in the UK. 


1. Introduction 


While much has been written on the business his- 
tory of the engineering-related industries of the 
West of Scotland (see for example Payne, 1979, 
1992; Peebles, 1987; Reader, 1971; Slaven, 1980), 
little consideration has as yet been given to the 
cost accounting systems and techniques employed 
by firms within this sector. Given its economic im- 
portance at both a national and regional level and 
also the substantial volume of accounting records 
that it has left, research mto its costing practices 
is a potentially fruitful source of insights into the 
history of cost accounting in Britain. 

The historical investigation of the development 
of cost accounting! in the UK, until fairly recently, 
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sonal Professor and Research Assistant in the Department of 
Accounting, Economics and Languages at the University of 
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addressed to Professor S. McKinstry, Department of Account- 
ing, Economics and Languages, University of Paisley, Paisley 
PAI 2BE. The final version of this paper was accepted in Feb- 
ruary 2000. 

'The terms ‘cost accounting’ and ‘cost accountancy’ are used 


has paid a great deal of attention to the period 
prior to 1900. Much academic energy and archival 
research has been devoted to evaluating the con- 
tribution of the Industrial Revolution to the 
development of costing practice, leading to the 
generally accepted conclusion that early writers 
such as Pollard were incorrect in assuming that 
little was achieved during this period. Academic 
developments in this area have recently been sum- 
marised by Fleischman and Tyson (1993). Costing 
during the latter part of the 19th century has also 
been examined in some depth. For example, Boyns 
and Edwards concluded from their studies of coal, 
iron and steel company records from that period 
that there was much sophistication in costing prac- 
tice, notably in the areas of departmental cost cal- 
culation, the apportionment of overheads and the 
integration of cost and financial accounts (Boyns, 
1993; Boyns and Edwards, 1997). Post-1900, in- 
vestigations are at an early stage, and, as yet, rela- 
tively little is known of the workings and develop- 
ment of costing practices in the 20th century. 
This study has three aims: firstly, at the level of 
basic empirical fact, it will attempt to establish 


interchangeably m this article to denote the use of cost-based 
information for management control purposes. 
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what cost accounting systems were in use and, as 
far as possible, how they were used by manage- 
ment. In this context, cost accounting is defined as 
the collection and presentation of cost-based fi- 
nancial information as an aid to managerial deci- 
sion-making and control. A second avenue of in- 
quiry relates to recent attempts in the accounting 
history literature to chart the origins and progress 
of standard costing and budgetary control in Brit- 
ain, most notably those of Boyns (1998a, 1998b). 
This author, drawing on studies such as Locke 
(1979, 1984), Loft (1986, 1990) and Quail (1997), 
has produced evidence, in the form of lists of com- 
panies, that these techniques were more wide- 
spread in Britain than was originally thought. 
Drawing on contemporary literature from the 
period, he found that substantial numbers of firms 
had adopted one or both of them from the 1920s 
onwards. Boyns concluded that more archival ev- 
idence was required before generalisations about 
the process of implementation, use and effective- 
ness of such systems in Britain could be reached. 
By means of a sample of key firms, this study will 
attempt to establish the extent to which these 
newer cost accounting techniques managed to pen- 
etrate the engineering-related industries of the 
West of Scotland. 

A third, but related line of inquiry, concerns the 
current interest in the diffusion of Taylorism and 
the Scientific Management movement to which it 
gave rise in the US and the UK, as exemplified in 
papers by Fleischman (1999), or Fleischman and 
Tyson (1998). These point out that Scientific 
Management, which promoted the associated tech- 
niques of standard costing and budgetary control, 
was not taken up in the US as widely or as early 
as was first thought (Sowell, 1973; Epstein, 1978). 
This paper will draw attention to the fact that 
standard costing and budgetary control hardly 
made any impact at all in the engineering-related 
industries of the West of Scotland and that this, 
too, was correlated with the non-adoption of 
Scientific Management. It points out that if the 
latter was not embraced, the former were unlikely 
to be implemented. The paper goes on to propose 
reasons for the non-adoption of Scientific 
Management, standard costing and budgetary 
control in the West of Scotland’s engineering-re- 
lated industries. In particular, the one-off contrac- 
tual nature of the work undertaken by most firms 
was seen as a problem within the sector. Other 
contributory factors were the industrial relations 
situation on ‘Red Clydeside’ and the existence of 
- alternative financial systems, such as comparisons 
with estimate, which acted as a rough proxy for 
budgetary control. 

The study is also concerned with the effective- 
ness, or adequacy, of the various costing systems 
and attempts to assess this factor. Broadly speak- 
ing, it is suggested that while the systems looked 
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at did not generally encompass standard costing 
or budgetary control, when viewed in context they 
appear to have provided reasonably adequate, if 
In some ways broadbrush, cost control. 

The paper begins with a short scene-setting 
sketch of the sector’s business history. followed by 
a firm-by-firm description of the main features and 
workings of the systems selected for scrutiny. The 
questions of the non-development of standard 
costing and its links with the slow spread of Tay- 
lorism in the sector will next be addressed, fol- 
lowed by an assessment of the effectiveness of the 
systems found. Finally, the implications of the 
study for future research will be indicated. 


2. The sector’s business history 


As Payne has observed, the engineering, shipbuild- 
ing and metals industries of the West of Scotland 
came to show a considerable degree of interde- 
pendence, which reflects their origins and pattern 
of evolution (Payne, 1992: 23). Iron (and subse- 
quently steel) expanded capacity and output dra- 
matically from the 1830s onwards, helped by the 
discovery of ‘hot blast’ smelting and the initial 
availability of local ores. This at first led to the 
export of pig iron, but later took adventage of the 
development and expansion of railways, which 
also provided impetus for firms producing railway 
tracks, locomotives, rolling stock, >ridges and 
other related engineering products. By the late 
1850s, the twin technologies of iron skip construc- 
tion and steam marine propulsion >rought the 
Clyde to the fore in these industries. so that by 
1870, 70% of all British iron tonnage and two- 
thirds of all steam tonnage had been launched 
there. Very soon, tron was replaced ty steel. The 
invention of steel water tube boilers, improved 
pumps and more efficient forms of marine steam 
engine brought about their local production and 
dynamised the industries concerned. In addition, 
successful firms producing in fields such as sugar 
machinery and in structural engineering grew up. 
A host of very small, diversified general engineer- 
ing workships also emerged to supply the larger 
firms with jobbing work. 

By the early part of the 20th century, a great 
deal of the above activity had becom2 export-fo- 
cused, especially on the countries of the British 
Empire, themselves beginning to industrialise and 
calling for much or the capital equipment needed 
from plants in the West of Scotland. One recent 
history of the area’s industry has dubbed it, with 
some justification, “The Workshop of the Empire’ 
(Hume and Moss, 1977). By the eve of the First 
World War, however, intense competition from 
the North East of England was cha:lenging the 
prominence of Clydeside shipbuilding and causing 
profit erosion. The most profitable business came 
from warship building, which was conducted on a 
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‘cost-plus’ basis, but this depended on fleet re- 
placements or the periods of rearmament prior to 
and during the two World Wars (Payne, 1992: 39). 

Before the First World War, the motor industry 
had started in the West of Scotland, but by 1930 
this had shrunk to only one firm of lasting signifi- 
cance, Albion, which produced trucks. Another 
business of note which had developed well by this 
time was the manufacture of coal cutting machin- 
ery, the most successful firm in this field being Ma- 
vor and Coulson of Glasgow. 

The “Workshop of the Empire’ had two major 
drawbacks: a large proportion of its manufactures 
were capital goods, the demand for which was no- 
toriously cyclical, and a great deal of its output 
was shipyard-dependent. This had implications for 
demand in the metal-producing industries, and 
knock-on effects on many related industries, such 
as coal, which affected demand in those industries 
supplying capital goods to the coal industry. The 
depresssions between the two World Wars conse- 
quently took their toll across the West of Scotland. 
After World War Two, once pent-up demand in 
the Empire’s markets had been fulfilled, a number 
of factors began to weaken the industry of the 
West, causing it to go into permanent decline. 
These included the build-up of indigenous industry 
in traditional markets, such as India, which sev- 
ered its political dependency on Britain and loos- 
ened its trade relations as well. There was also a 
loss of leadership in shipbuilding, where a shift by 
international competitors to the modular produc- 
tion of standardised vessels and a collateral failure 
to expand capacity in Britain at the right time ush- 
ered in decline and government-sponsored ration- 
alisation, which failed to stave off collapse (Payne, 
1992: 40; Slaven, 1980). 

The census of 1931 reveals that engineering, 
shipbuilding and metals accounted for 280,320 out 
of a total of 2,221,375 Scottish jobs (12.6%) (1931 
Census). The figures for 1951 were 263,672 out of 
2,194,701 (12%). In both years, the sector was by 
far the largest employment grouping, its nearest 
rivals in 1931 being agriculture, 7.9%, and textiles 
6.9%. In 1951 these sectors stood at 7.4 and 5.4% 
respectively (1951 Census). 


3. The archival research 


In selecting cost accountancy archives for analysis, 
the preferred approach would have been to aim for 
a stratified sample, based on an identification of 
the relative size of firms and industries within the 
sector as judged by some criterion such as em- 
ployment or sales values. This proved to be a 
problem, since some company archives have sur- 
vived patchily, some contain little or no cost 
accountancy data, and in any event neither an em- 
ployment nor a sales breakdown was available as 
a basis for selection. This difficulty led the re- 
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searchers to seek firms that were broadly typical 
of the large business which dominated the sector 
and the small firms which often supported them, 
and for which adequate records survived. For this 
purpose, all known archives of firms within the 
sector were considered for inclusion2 As was 
indicated earlier, steel and shipbuilding firms were 
major players. The bulk of employment in these 
industries was concentrated in a small number of 
very substantial firms, some of which have left 
helpful if patchy records. Colvilles was a natural 
choice to represent iron and steel. By the 1930s, 
through expansion and takeover, it accounted for 
80% of Scottish output, and key elements of its 
cost accounting records survive. John Brown’s was 
chosen to represent shipbuilding. It was one of the 
largest two shipyards on the Clyde, the other being 
Fairfields. Both firms have left large quantities of 
costing records, but Brown was preferred because 
of the survival of extensive board papers. 

Railway locomotive manufacturing was the 
province of a single large firm, North British Lo- 
comotive, which was the biggest producer in Eur- 
ope, and which has left plentiful costing records. 
The same rationale applied in selecting Albion, by 
1930 the only surviving representative of the Scot- 
tish motor industry, producing trucks with 3,000- 
4,000 employees over the period. It has left evi- 
dence of its main costing activities. Some difficulty 
was encountered with the two largest firms which 
made boilers and pumps, Babcock and Wilcox and 
J & G Weir respectively. These were the largest 
employers in each field, were the only firms in the 
field to have left records, but in both cases these 
are far from complete. It was nevertheless decided 
to use what was available, given the economic im- 
portance of the firms and their links with the met- 
als and shipbuilding industries of the area, and in 
view of the fact that a broad picture can be drawn 
from what survives. 

The dependence of the iron and steel industry, 
in particular, on coal led to several manufacturers 
of coal cutting machinery springing up and becom- 
ing an integral part of the sector. The two main 
firms were Mavor and Coulson and Anderson and 
Boyes, both of which employed substantial num- 
bers of people. Mavor and Coulson was the larger 
firm, and while it has left no costing records, sev- 
eral published papers which reveal key elements of 
its costing practices survive. Anderson and Boyes 
have left no records, making Mavor and Coulson 
the only option. 

The West of Scotland was also the home of Brit- 
ain’s largest and must successful builder of railway 


The largest repository of historical business records in Scot- 
land is Glasgow University Business Archives, which was 
extensively consulted. The holdings at the Scottish Record Of- 
fice, Edinburgh, and Strathclyde Regional Archives, were also 
utilised. 
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bridges, Sir William Arrol Ltd. Arrol’s costing ar- 
chives are less than complete, but reveal key as- 
pects of its operation. Another West of Scotland 
business always mentioned In the standard ac- 
counts of the sector’s history was the manufacture 
of sugar machinery. Only one firm, Mirrlees Wat- 
son, has left any costing records, and these were 
used. As was indicated above, the sector also 
spawned a number of smaller engineering firms 
which acted as subcontractors to the larger firms 
and also completed home and export work in their 
own right. Two such firms, William. Baird and 
Sons and Fullarton, Hodgart and Barclay were 
chosen on the basis that they fitted this description 
and had left some details of their accounting op- 
erations pertinent to the issues being examined. 

It was recognised at the outset that the lack of 
a complete picture of costing activities for the cho- 
sen firms was perhaps inevitable, but that a partial 
picture was better than none, provided the conclu- 
sions reached were qualified appropriately. As Ta- 
ble 1 reveals, the chosen firms account for about 
one third of employment in the sector.’ 


3.1. Shipbuilding 

For the reasons given above, John Brown’s 
shipyard, Clydebank, was selected as a proxy for 
the shipyards of the Clyde. Brown’s has the added 
advantage of being the best-known of the Scottish 
yards and having built the world famous 
‘Queens’.‘ 

The main components of its cost accounting 
system relate to the costing of each ship in con- 
struction, which was the subject of its own con- 
tract. Ship costs were divided into three parts, 
Hull, Boilers and Engine, each of the three ele- 
ments having its own cost book, into which 
monthly costs for direct wages and materials were 
entered for all ships in progress (Cost Books UGD 
1/80/6, UCS 1/85/27, UCS 1/79/6, UCS 1/78/3). 
Each month the totals in these three books were 
transferred to a Manager’s Progressive Cost Book 
for each ship, which contained cumulative totals 
of direct cost (Cost Book, UCS 1/7/272). At the 
summit of this system was the Comparison of Cost 
and Estimate Book, where the cumulative totals of 
Hull, Boilers and Engine costs for each vessel were 
compared monthly with the ship’s contract esti- 
mate, showing overestimates and underestimates 
to date and for the whole life of the contract (Cost 
Book, UCS 1/86/138). Prime Cost only was taken 


The firms examined included all of the largest industrial em- 
ployers in the West of Scotland, with the exception of Singer, 
Clydebank, which employed up to 16,000 as late as 1960. Its 
cost records do not appear to have survived. . 

4An examination of the records of Fairfields, Dennys of 
Dumbarton and Scotts of Greenock reveals very similar costing 
systems. Brown’s therefore acts as a proxy for firms that, col- 
lectively, sometimes employed 40,000 people. 
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into account. Four times each year this informa- 
tion was summarised in a book entit.ed “Contract 
Costs, etc’ in which cash and bills received for each 
vessel were recorded and where General Charges 
(Overheads) included in the contract price were 
stated in total (Ccst Book, UCS 1/75/11). 

Lying behind these major components of the 
cost system was a detailed wages analysis book, 
which carefully separated weekly wages costs by 
Hvil, Boilers and Engine, direct workers and those 
to be debited to ‘charges’ (overheads), class of 
workman and whether piece work-besed or time- 
based (Wages Book, UCS 1/54/101-1051). A full 
chart of accounts and detailed instructions for the 
recording of material issues and reczipts against 
major categories cf cost was available for consul- 
tation. Supervisory management and stores staff 
were responsible for a system of ‘lines’ which 
tracked workforce and material movements at an 
individual level (Instructions, UCS 1/3/47). 

There therefore existed a system that enabled 
the tracking of cost versus estimate at prime cost 
level on a progressive basis as contracts proceeded. 
As far as General Charges are concerned, these 
were examined in a more holistic way. It is clear 
that contract prices for ships were established in 
the light of estimated annual Genera. Charges. If 
a yard was not fully occupied with vessels in each 


berth, it was difficult to recover the necessary ex- 


penses associated with under-utilised capacity, and 
indeed, contracts were sometimes taken at prices 
which allowed for little more than prime cost (Pee- 
bles, 1987). 

John Brown’s monthly Board Minutes, availa- 
ble from 1910 until its nationalisation in 1968, sug- 
gest that ‘financial’ discussions tended to centre on 
cash receipts, payments, forecast anc bank posi- 
tion, intensifed in the slack periods between the 
two World Wars. Capital expenditure require- 
ments were also discussed under this heading and 
occasionally, in the post-World War Two period, 
intended alterations to bonus schemes. The Board 
Minutes are devoid of references to the costing re- 
cords and General Charges (Minutes, UCS 1/1/1). 
A series of ad hoc Board Papers, supplied as sup- 
plementary information, do however contain notes 
on the progress of contracts, competitive tender 
details from Brown’s own suppliers and occasion- 
ally forecasts of General Charges compared with 
annual estimates (Board Papers, UCS 1/2/1-2). 
Measures taken to reduce these, through the ‘cur- 
tailing’ of non-producing labour, are also dis- 
cussed. Each year-end, for balance sheet purposes, 
incomplete contracts were assigned a share of 
General Charges, calculated as a proportion of 
direct labour cost, and for cost record purposes, 
complete contracts were assigned a final tally of 
General Charges, enabling a final profit to be 
worked out. The board minutes make no reference 
to the laboriously produced and physically large 
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cost books, but these were quite obviously the 
source of some of the information in the board 
papers. The cost books would also be available to 
estimators preparing new tenders. The system re- 
mained essentially unchanged from the firm’s in- 
ception in 1899 to its nationalisation in the 1960s. 
Just prior to this, there was an increasing use of 
graphs in board papers relative to total overhead 
expenditure and recovery, but no basic change. 
How typical was John Brown’s system? As Mc- 
Lean points out, sophisticated contract cost ac- 
counting was widespread throughout British ship- 
building by the end of the nineteenth century 
(McLean, 1995: 110). It developed in complexity 
as ships became more complex and more overhead 


expenditure was required to engineer them and. 


handle the increasing administrative work in- 
volved (McLean, 1995: 116). All the major Scot- 
tish shipyards had well-developed contract cost 
systems, the main area of difference between them 
being, unsurprisingly, in the area of overhead ab- 
sorption. For example, while Brown used a direct 
labour-based rate, Fairfields of Govan used an- 
nual turnover (Accounting System, UCS 2/30/1). 


3.2. Railway locomotive manufacture 

The firm chosen to represent railway locomotive 
manufacture is the North British Locomotive 
Company Ltd of Glasgow (NBL). NBL was Eur- 
ope’s largest locomotive manufacturer, and was 
formed in 1903 on the merger of Glasgow firms 
Dubs, Sharpe Stewart and Neilson Reid. The firm 
produced some 24,000 locomotives to 1962, when 
it collapsed. It failed to make the transition from 
steam to non-steam forms of traction, and its final 
phase has recently been subjected to detailed scru- 
tiny (Fleming, McKinstry and Wallace, 1999). 
NBL’s principal customers were in the countries 
of the British Empire, especially India and South 
Africa, but it exported elsewhere and had pro- 
duced locomotives for British railway companies, 
which had a tradition of manufacturing the bulk 
of their own locomotives. NBL tended to sell on 
the basis of fixed price contracts. 

Its management accounting system revolved 
around the maintenance of contract cost records 
in a manner not too dissimilar to shipyard costing. 
The principal record was the Cost and Weight 
Book, one of these being maintained for each lo- 
comotive contract (Cost Book, UGD 11/5/2/1). 
Each major component of the locomotive was pre- 
printed down the left hand side of the page, for 
example, Boiler, Firebox, Grate, Tubes, Fire 
Door, Safety Valve, Regulator, etc, and across the 
top of the page, wages cost against each com- 
ponent was collated by department, for example, 
Smithy, Boiler Shop, Furnaces, Patterns, Iron 
Foundry. Alongside this columnar analysis of 
wages per component for the contract was 
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material cost per component, initially listed for 
each engine, but grossed up to total contract where 
more than one was involved. This information was 
progressively assembled from subsidiary material 
and wages records until the contract cost was col- 
lected in full ‘ex post facto’. Total locomotive 
weights were also collected m these books to en- 
sure that maximum axle loading criteria were not 
exceeded. 

Comparisons with the estimated cost on which 
the selling price of the contract hac been based 
were not made until the contract was complete, 
unlike shipyard casting. This is likely to have been 
considered unnecessary and impracticable because 
of the relatively short time taken to fulfil a con- 
tract, which, depending on the order position, 
could be completed in anything from. a few weeks 
onwards. A contract book was kept for this pur- 
pose, giving full details of the customer, date of 
contract, delivery promise, delivery achieved, pay- 
ment terms, contract price, ‘ascertained cost’ and 
profit or loss (Contract Book, UGD 11/0/1-2). 
These latter details could not be calculated until 
the end of the financial year in which the contract 
was fulfilled, for only then was it possible to in- 
clude an ‘actual’ share of ‘oncost’ with each con- 
tract. This meant that in periods of slack demand, 
completed contracts bore the under-recovered on- 
cost. Incomplete contracts, unlike shipyard con- 
tracts, were not assigned a share of oncost. Com- 
ments in directors’ reports make it obvious that 
the effects of volume on overhead costs per unit 
were well understood (Directors’ Reports, UGD 
109/2/8-27). 

Oncost rates were based on allocation of over- 
heads to each major production area, and ab- 
sorbed on a percentage basis by labour cost both 
for pricing, which was carried out by engineering- 
trained estimators. and for the calculation of ‘as- 
certained costs’. 

At NBL, no budgeting, standard costing or 
marginal costing was done. Furthermore, costs 
were not analysed by department or works. 
Around 1960, when the firm was in terminal 
decline and run by directors appointed by the prin- 
cipal lenders, a simple form of budgeting was hast- 
ily introduced (Financial Statements, UGD 11/14/ 
1). This covered sales and profits at a company- 
wide level only. It is clear from the positioning of 
the cost office in close physical proximity to the 
board room in the firm’s Springburn head office 
that cost information was seen as important, and 
it would undoubtedly be used in obvious ways at 
its more-or-less monthly board meetings. 

Qualified accountants did not feéture in the 
company’s staffing until the 1940s, when Sir An- 
drew Macharg CA joined as finance director on a 
part-time basis. Macharg at one time held 14 part- 
time board posts in Scotland, and is unlikely to 
have been able to take a detailed interest in ac- 
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counting development at NBL. Certainly, as at 
John Brown’s, its systems remained essentially un- 
changed from start to finish, although qualified ac- 
countants were involved in senior management 
posts from the 1950s onwards. 


3.3. Motor vehicles 

Out of the 50 or so motor manufacturers that 
started up in Scotland before the First World War 
only three, the West of Scotland-based Argyll, Ar- 
rol-Johnston and Albion companies, managed 
both to produce on a relatively large scale and to 
exist for a long period of time (Saul, 1962). By 
1930, Argyll and Arrol-Johnston had disappeared, 
leaving Albion, since 1913 a producer of commer- 
cial vehicles only, as the sole substantive concern 
in the industry. From its Glasgow base, Albion 
sold throughout Britain and the British Empire, 
with particular strength in Australia and South Af- 
rica (McKinstry, 1991). It maintained depots for 
spares and repairs in all its major markets. Albion 
merged with Leyland Motors in 1951, maintaining 
a semi-autonomous existence until 1968, the year 
Leyland merged with BMC to form British 
Leyland. 

From its earliest years, it is known that Albion 
calculated vehicle unit costs for profit monitoring 
purposes. While none of these have survived, 
thanks to the company’s policy of destroying the 
records within a year of origination, they are re- 
ferred to in board minutes. These ‘ex post facto’ 
costs were calculated for new vehicles once they 
were designed, and updated to reflect actual move- 
ments thereafter, for comparison with selling price. 
Material, Labour and ‘Oncost’ (the term most fa- 
voured in Scotland for overheads) were each cal- 
culated separately, and a direct labour-based rate 
was used to build oncost into vehicle costs. The 
relationship between labour and oncost was kept 
under review by comparing actual labour and 
overhead ratios with the chosen rate. It tended to 
be kept constant over long periods of years, and 
was used for stock accounting. More detailed ‘ad 
hoc’ rates were developed for subsidiary purposes, 
such as the calculation of spares and repairs prices, 
which were based on ‘cost-plus’. The Albion ac- 
counts were ‘integrated’ in the sense that labour, 
material and oncost were charged to the stock ac- 
count, while the cost of goods sold reduced its bal- 
ance, which was compared with the physical stock 
for accounting purposes once a year (McKinstry, 
1999). 

The cost department at Albion was also in- 
volved in wages analysis, especially after bonus 
schemes were introduced in the late Edwardian 
era. Batches of components produced on the shop 
floor were allocated ‘allowed times’ for bonus pur- 
poses, and these were compared with actual time 
taken per batch. Area and shop totals of these 
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times were taken for purposes of bonus calcula- 
tion, efficiency monitoring and vehicle cost 
calculation. 

As with John Brown’s, the company’s board 
minutes suggest that costing information was not 
used much by Albion’s technologically-oriented di- 
rectors, the main exception being in pricing dis- 
cussions. ‘Allowed’ and ‘actual’ time data, pre- 
pared in the Cost Department were, however, 
extensively used by the works manager (who was 
a director) to monitor labour productivity. Be- 
tween the years 1902 and 1914, when Albion was 
a private company, commentary on financial mat- 
ters was restricted to two main areas, the progres- 
sive issue and call up of share capital, and the an- 
nual accounts. By 1918, spares, repairs and 
turnover statistics were regularly discussed at 
board meetings. These details and ad hoc matters, 
such as the examination of cash flow during the 
more depressed years of the 1920s, formed the core 
of the board’s financial discussions (BMT, Board 
Minutes). 

These financial arrangements and accounting 
systems did not change in any material way until 
1957, when Leyland asked Albion to introduce 
quarterly budgets for the plant’s total financial re- 


- sults, and from 1968 when more detailed budgets 


and a crude form of standard labour costs, based 
on Albion’s old bonus times, was introduced. 


3.4. Iron and steel 

By 1921, David Colville & Sons Ltd (Colvilles), 
the firm selected for this study, was the dominant 
producer of iron and steel products in Scotland, 
responsible for about one half of Scottish output. 
It had started out in 1861 as a partnership and had 
grown rapidly at its new Dalzell Works in Moth- 
erwell from its opening in 1881. Its Siemens pro- 
cess steel found ready markets both abroad and in 
the shipyards of Clydeside (Payne, 1979:1-41). By 
1920 Colvilles owned Fullwood Foundry, Clyde- 
bridge Steel Company, Glengarnock Works, Clyde 
Alloy Steel Company and Smith and McLean in 
addition to Dalzell Works, these other enterprises 
having been acquired in the previous four years. 
In 1920, 5,000 were employed at Dalzell, 3,000 at 
Glengarnock, 2,000 at Clydebridge, 1,500 with 
Smith and McLean and 6,500 in associated col- 
lieries, 18,000 men in all (Payne, 1979: 143). Payne, 
the company’s historian, advises that the chair- 
man, John Craig, was responsible for initiating 
costing and management information across the 
group (Payne, 1979: 335-360). The surviving re- 
ports, from 1921 onwards, indicate clearly that this 
was for the board of directors, although 
undoubtedly would be available to senior manage- 
ment below director level. Each month the board 
received a single Trading and Cost Report cover- 
ing all the works. Sales of pig, plates, sections, 
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tube, billets, ingots, slabs, bars, forgings and a 
range of lesser products were provided monthly, 
analysed by works. Gross profit was struck by 
works after the deduction of direct costs. Over- 
heads (‘establishment charges’) were allocated by 
product line. 

The basis of allocation has been lost, but depre- 
ciation was allocated as a separate category and 
annual estimates of other overheads were spread 
by product line as a lump sum, that 1s, treated as 
totally fixed in nature. Alongside these figures, 
output tonnages were reported by product line and 
total manpower figures for each works given. For 
the month reported, year over year comparisons 
were provided. In addition to this information, net 
selling prices per ton of each product were sup- 
plied and, most importantly, actual costs per ton 
of product (including charges and depreciation). 
The information was presented to the board in a 
well organised and concise report, initially of 
about six pages (Trading and Cost Reports, GD 
464/3847 and 38/16/15). 

The prehistory of this comprehensive, impres- 
sive and uniform system of reporting can be in- 
ferred from fragments of archival information: 
each of the works recently taken over had origin- 
ally had small cost departments, as did Dalzell, 
formerly Colvilles’ headquarters. From this nu- 
cleus the cost departments were expanded to sup- 
port the supply of management information. As 
other works such as the Lanarkshire Steel Com- 
pany and Hallside were added to the group in the 
1930s, causing Colvilles Ltd (as it by then was) to 
account for 80% of Scottish steel output, the 
system of reporting was extended to incorporate 
these new works. Essentially, the type of manage- 
ment information provided to Colvilles’ senior 
management did not change until well after the 
firm’s nationalisation in 1967, nor did the costing 
systems on which it was based.° Standard costing 
was not introduced until the 1970s, as was de- 
partmental expense analysis.® 

As to how this information was used, Payne 
characterises the Colvilles’ directors as a ‘hands 
on’, even autocratic grouping, with the chairman 
very much in charge (Payne, 1979: 240-241). The 
subsidiaries were allowed to run with a degree of 
independence, but policy and finance were con- 
trolled on a group basis. From the first, David 


‘Information provided by Andrew Bell, employed by Col- 
villes from 1954 to 1984, latterly as Cost Office manager at 
Dalzell works, Motherwell. He was able to confirm that the 
costing system described only began to be altered substantially 
after nationalisation. 

Information provided by Bill Russell ACMA, employed as 
a Development Accountant at the British Steel Corporation’s 
Glasgow Head Office in the early 1970s. He informed the 
authors that it was only then that Head Office accountants 
began to introduce standard costing and expense analysis at 
plant level. 
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Colville had shown a great awareness of the need 
to reduce costs in a context of fluctuating fuel and 
raw materials costs and reducing steel plate prices 
from customers, an attitude that was continued by 
his successors. From the mid-1920’s onwards, 
there were many government-sponscred explora- 
tory talks between the chairmen of British steel 
companies and even consultants, which centred on 
industry rationalisation as a means of increasing 
competitiveness through the control of costs. 
Throughout these, Colvilles’ directors were able to 
refer to their lower costs per ton of ingots, plates 
and sections, and on one occasion pointed to re- 
ductions in wages cost per ton achieved at Moth- 
erwell (Payne, 1979: 159-162). 

Cost information therefore played a central part 
in both operational and strategic decision making. 
The process was assisted by the industry-wide 
practice of quoting all costs on a ‘per ton’ basis, 
which enabled intra-~grouping comparisons as well 
as external comparisons to be made. At individual 
plant level, it was also standard practice for local 
management to keep very detailed production and 
yield statistics for production management 


purposes. 


3.5. Land ard marine boilers ` 

Babcock end Wilcox, the chosen firm in this cat- 
egory, was incorporated in New Jersey in 1881, 
granting a licence to Singer at Clydebank for the 
manufacture of its patent water tube boilers. A 
British company bearing the Babcock and Wilcox 
mame was registered in 1891, with UK-based 
shareholders in control. A works was started at 
Renfrew near Glasgow in 1895, this plant making 
boiler shells while the tubes were made at nearby 
Dumbarton. Renfrew had its own foundry 
(Minutes, UGD 309/1/11/4). 

Financial records are scant, but the firm ex- 
panded rapidly both in the home and export mar- 
kets. By 1920 the firm had become one of the most 
successful in the West of Scotland. Output and 
tonnage dipped over the more difficult 1920s and 
1930s, but substantial profits were still made. In 
the 1930s, over 80% of all British power station ` 
boilers were of Babcock manufacture. By this time 
the firm had several plants in England and some 
overseas. In the 1950s, Babcock’s became deeply 
involved in nuclear power station work. Up to 
1970, the firm remained consistently profitable, 
adapting its output to the changing technologies 
of the day. The company still exists today as Mit- 
sui Babcock (Output Records, UGD 309/3/16/3). 

The company’s archival record is patchy, and 
contains little detail of its management accounting 
activities. It is clear, however, that Babock’s has 
been concerned with ‘one-off, tailor-made con- 
tracts since its commencement and sold mostly on 
a fixed price basis. As a surviving historical sketch 
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puts it, it has been involved from the beginning in 
‘recording of costs of jobs at the various works to 
keep track of the actual as against the estimated 
expenditure [and] the allocation of these jobs to 
the different contracts’ (Cost Records, UGD 309/ 
1/11/1). 

As might be expected, job and contract prices 
were built up by engineer/estimators, working in 
close liaison with technical staff. Overhead charges 
were allocated to the major departments, then 
charged to jobs and contracts on a labour-based 
rate. Standard costs were developed for minor 
components of uniform design at some stage, but 
contract costing, with the comparison of estimates 
and actuals, still forms the core of its costing 
system. Evidence of budgets being employed is 
first found for 1962, but no details survive. 

As well as the necessary monitoring of contract 
costs at each works, financial results were reported 
to the main board, which met in London. In 1930, 
a separate “Executive and Finance Committee’ was 
set up, again meeting in London. This dealt with 
a whole range of financial matters, covering the 
company’s cash balances, amounts remitted to 
- Overseas operations, the discussion of quotations, 
capital purchases, the review of running expenses 
at the main works in Renfrew (where there was a 
works accountant by 1930 at the latest) and pen- 
sions. Little detail of how the organisation was run 
has survived, but enough is known at this stage to 
verify that it was a typical West of Scotland work- 
shop-type capital goods producer, exporting heav- 
ily Gust under half of output in 1939) (Minutes, 
UGD 309/1/7/1). 


3.6. Pumps and compressors 

The selected firm, J. & G. Weir, was started as 
an engineering consultancy in Liverpool in 1871. 
In 1886 Weirs set up a foundry in Cathcart, Glas- 
gow, for manufacturing of marine pumps. By the 
turn of the 20th century, the firm had supplied 
boiler feed pumps for about 4,200 vessels (Reader, 
1971: 1-17). By 1910, employment reached about 
3,000. Losses were made in the post-war depres- 
sion years 1920-25, when shipbuilding, the source 
of much of Weir’s business, was in decline. Profits 
picked up steadily thereafter up to and beyond 
World War Two. The firm diversified its opera- 
tions at several points: aluminium dwelling houses 
and, subsequently, conventionally constructed 
dwelling houses were built from the 1920s on- 
wards, and Weirs also engaged in the production 
of Monel metal at this stage. It formed a holding 
company in the 1950s, and still operates success- 
fully today. 

Very little of Weir’s accounting records have 
survived, but the following has been ascertained: 
Weir produced customised equipment, usually on 
fixed-price contracts, from the beginning. Jobs 
were priced on the basis of estimated material, la- 
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bour and ‘oncost’, which was absorbed on the ba- 
sis of labour. The firm was committed from 1898 
onwards to a system of ‘payment by results’, and 
adopted the famous Halsey-Weir bonus system, 
where an employee was paid half the value of the 
time saved on a job.’ The times were calculated on 
the basis of ‘detailed work study’, but this was not 
based on the fully fledged implementation of F.W. 
Taylor’s ‘Scientific Management’, given that the 
Weir shops did not have a system of production 
control (which, as will be seen later, was an inte- 
gral part of Taylor’s approach) until 1921 (Reader, 
1971: 31). At this point the production control de- 
partment was given its own costing staff, for the 
comparison of time taken for jobs and batches of 
work versus time allowed. Some form of budget- 
ary control was in existence by 1948. Contract 
costing and the comparison of actual costs with 
estimates has always lain at the heart of the com- 
pany’s cost system, as it does today. Standard 
costing was not introduced at Weirs, except at the 
foundry, where standard weights of small com- 
ponents made this possible, but this only affects a 
tiny fraction of output. The date of its introduc- 
tion has been lost.’ Finance was accorded increas- 
ing respect in the company’s organisational struc- 
ture with the passage of time: in 1944 J. Spittal, 
who had joined the main Weir company as cost 
accountant from its foundry in Thornliebank, was 
appointed to the main board (Reader, 1971: 137). 


3.7. Sugar machinery and general engineering 

The sugar machinery firm of Mirrlees Watson 
of Glasgow had roots as far back as 1848 and it 
lasted until the late 1960s, when the industry of 
which is was part finally collapsed (Hume and 
Moss, 1977: 34). It exported machinery, such as 
centrifugal separators, to customers in India, 
where it was particularly well established. South 
Africa and the Far East were added to its customer 
base, and in the late 19th century it employed up 
to 800 workers. Surviving job and quotations 
books confirm that the business, on the whole, 
produced bespoke machinery, and that pricing 
tended to be on a fixed basis with, at a later date, 
price escalation clauses to cover inflation (Job 
Books, UGD 62/2/1 and 62/3/1). This business too 
was an archetypal West of Scotland engineering 
firm where estimators built up costs, added ‘on- 


TThe Halsey-Weir system was described by Sam Mavor 
(1930) as ‘the Weir adaptation of the Halsey system’. Halsey 
was an American engineer, but no details of how the company 
came to adopt the system survive. Wages under the system were 
calculated as follows: 


Time allowed+Time taken 


Wages = x Rate 


2 
ŝThis information was provided by Alex Reid, at present 
management accountant at Weirs. 
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cost' and monitored actual costs against estimates 
thereafter. 

The larger firms of the West of Scotland were 
complemented by a number of smaller firms which 
both completed subcontract work for them and 
also did work for their own end customers. Of 
these, William Baird and Sons Ltd of Anniesland, 
Glasgow operated as a fabrication shop from the 
earlier part of the century until about 1950, pro- 
ducing crane girders, structural steelwork and 
other small fabrications (Minute of Agreement, 
UGD 138/6/1). There were approximately 100 em- 
ployees, and estimator/draughtsmen prepared 
prices, which were not checked against actual 
costs. The firm was run by a ‘hands on’ manage- 
ment which held few and irregular board meetings. 
Notwithstanding these informal arrangements, 
Bairds was generally quite profitable, except for 
the depression years of the 1930s. Two rates of 
oncost were applied to the firm’s contracts, which 
were on a fixed price basis. The larger oncost rate 
was for fabrication, the other for erection, both 
based on past experience (Cost and Estimate 
Book, UGD 138/7/1). 

Fullarton, Hodgart and Barclay of Paisley was 
a small engineering firm of a different type from 
Baird, although with a similar number of employ- 
ees. Its roots extended backwards to an 1838 part- 
nership which was incorporated in 1920. It made 
mine-winding equipment, compressors and pumps, 
inter alia (Records, UGD 120/3/4). As its small 
size suggests, it produced individualised work 
which was the subject of bespoke contracts, costed 
by engineer/estimators. This firm applied both 
‘works’ and ‘D & P’ (Drawing and Planning) on- 
cost to prices, and added an administration and 
selling charge to each price. Shop oncost examples 
of 92.2% of wages, 80.6% of D & P wages, 
administration charges of 7.1% and sales charges 
of 1.3% have been found. It is clear these figures 
were subject to regular revision in the light of 
experience (Records, UGD 120/3/4). Standard 
costing was never developed, but the absence of 
financial accounting records from the archive 
makes it impossible to say whether budgets were 


3.8. Coal cutting machinery 

The pre-eminent coal cutting machinery firm in 
Scotland was Mavor and Coulson of Bridgeton, 
Glasgow, subsequently also of East Kilbride. Sam 
and Henry Mavor started an electrical engineering 
firm in Glasgow in 1881 (Mavor and Coulson, 
1929 and 1932b). By the early years of the new 
century the company had begun to specialise in 
coal cutting machinery which, in the years prior to 
1914, was made on a bespoke basis for individual 
customers. By 1918, the company had to a large 
extent standardised elements of its products (Ma- 
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vor, 1932a). As a mining-related industry, its for- 
tunes to some extent reflected those cf coal, which 
declined badly in 1921 and 1926. The firm sold 
extensively in the UK, on the Continent and to the 


. countries of the Empire. Prior to 1923, it paid 


workmen on the Rowan bonus system, and after- 
wards, a mixture of Rowan bonus and its own bo- 
nus scheme. In the post-1918 period, Mavor and 
Coulson introduced full work measurement, to- 
gether with rationalised factory layouts, making 
the company possibly the only Scottish engineer- 
ing firm to have done both by this time. The tech- 
niques employed were based explicitly on F.W. 
Taylor’s ‘Scientific Management’ (Mavor, 1931). 

These innovations were not carried through to 
the firm’s cost department. Machines were costed 
on the basis of material, labour and oncost, the 
latter based on a rate per £ of direct labour (Ma- 
vor and Coulson, 1932b). Costing was regarded as 
a matter of high importance to Mavor and Coul- 
son’s directors, who operated in a market where 
competition from the US and the Continent kept 
constant pressure on prices. Oncost at Mavor and 
Coulson was monitored with vigilance at board 
level, and amounted to £141,000 per annum for 
‘establishment charges’ in 1932 (Mavor and Coul- 
son, 1929). Little detail of the management ac- 
counting has survived, but standard costs were not 
developed by this time, although contract esti- 
mates were compared with actuals. The firm was 
involved in a series of mergers in a dwindling in- 
dustry from the 1960s on, gradually lasing its iden- 
tity thereafter. At several points in its history it 
had employed over 3,000 people. 


3.9. Structural engineering 

Sir William Arrol Ltd started up in 1868 as a 
boiler-making and engineering business, diversify- 
ing into bridge building and public works con- 
tracting. The firm’s main works were at Dalmar- 
nock, Glasgow. It soon demonstrated competence 
in large contracts, especially for railway bridges. 
The bridge over the Clyde at Glasgow Central Sta- 
tion (1878) was followed by the contract for the 
new Tay Bridge (1887) and afterwards, the Forth 
Bridge (1890), and the Tower Bridge, London. 
Arrol was Britain’s pre-eminent bridge builder. 

Some parts of the company’s cost records have 
survived. The firm’s work divided into two major 
categories, jobs involving manufacture and deliv- 
ery only, and jobs involving manufacturing and 
erection. Cost abstract books indicate that cost es- 
timates for jobs were prepared in three steps. Raw 
materials (taken in via Arrol’s stores), finished ma- 
terials and petty cash purchases were added to- 
gether to give a Material total. Shop Wages for 
the Girder and Engineering Departments were 
combined, where each was involved, to give a 
Wages total. Next, Drawing Office costs were 
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added. This category was split into Civil Engineer- 
ing and Girder Departments. Shop Oncost, which 
covered all other site overheads. was added once 
Material, Wages and Drawing Office costs were 
totalled, implying that the rate used was based on 
‘prime cost. Where Site Work was involved, sepa- 
rate Wages, Oncost, Salaries and Insurance were 
estimated. Site Work oncost was proportionate to 
Wages (Cost Book, TD 208/19/1). 

Contracts were quoted on a fixed price basis, 

but major jobs were quoted ‘per ton’. In the latter 
case, the client would supply pro forma schedules 
of quantities which Arrol would cost for tendering 
purposes. These large contracts were controlled on 
behalf of clients by consulting engineers, who 
would authorise payment based on quantities 
completed. Costs and estimates were compared in 
an Estimate and Cost Book, and the system was 
backed up by detailed wages and materials 
analysis. 
_ The company did not introduce standard cost- 
ing at any stage, but a form of budgeting, which 
only involved estimates of profit at a company- 
wide level, was introduced from 1960. Arrol em- 
ployed 1,820 in 1950, but by 1972 had ceased to 
exist. 


4. Summary of findings 


The cost systems studied, as summarised in Table 
2, had a number of common characteristics: the 
calculation of estimates in advance being almost 
universal and necessary for pricing of the indivi- 
dualised work undertaken. 

The two main exceptions were in motor vehicles 
and iron and steel, where Albion and Colvilles 
made more or less standardised products which 
were engineered and reduced to specifications in 
advance of costing. In many of these industries, 
‘oncost’ was usually added in estimates and to 
costs using a labour-based absorption technique, 
although in Fairfield’s shipyard (which is not 
examined in detail here), sales was used instead. In 
most firms, where jobs were large enough, com- 
parisons were made between actual costs and es- 
timates, information being collected and updated 
progressively. The smaller firms, with smaller jobs, 
dispensed on the whole with the monitoring of ac- 
tual costs, contenting themselves with an annual 
profit and loss account and detailed knowledge of 
each job. In these firms senior management was in 
any case Closely involved in day to day operations. 

As will be seen, standard costing was not intro- 
duced in the steel, shipbuilding, locomotive man- 
ufacture, vehicle production, general engineering 
and bridge building firms concerned at any time 
during the period studied. The more restricted re- 
cords of the sugar and coal-cutting machinery 
firms studied only survive to the early 1930s and 
these are based on actual rather than standard 
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costs. For reasons which will be given below, it 
appears unlikely standard costs would be 
developed at these firms, but this is a matter for 
speculation. In the pumps and boilers businesses 
studied, standard costs were adopted at some time 
(not now known) for a small minority of low value 
standard items, but not for mainstream contract 
work. In short, standard costing made little impact 
in the sector during the period studied. 

So far as budgetary control is concerned, the 
findings have to be treated with more care. While 
budgetary control may represent a logical exten- 
sion of standard costing, the terms ‘budget’ and 
‘budgetary control’ can be used to refer to any 
form of financial forecasting (Boyns, 1998a: 262). 
At Albion, for example, the ‘budgets’ introduced 
in 1958 were merely quarterly forecasts of financial 
profit for the forthcoming financial year, and what 
was installed at North British Locomotive in 1960 
was of a similar character. The only example 
found of a budgetary control system linked to full 
standard costing was that of Colvilles, introduced 
outside the period of study, and after the firm had 
been nationalised. The lack of evidence of other 
instances of budgets and budgetary control does 
not, however, rule out the possibility that they may 
have existed and that records have just not sur- 
vived. It can be stated with certainty, though, that 
since standard costing appears to have made little 
impact in the sector, integrated systems which 
combined standard costs, budgets and budgetary 
control could not, self evidently, be developed on 
any scale. 


5. Cost accounting development within the 
sector 


The one obvious factor which explains the poor 
uptake of standard costing and its extrapolation 
into budgetary control is the lack of enthusiasm 
within the sector for ‘Scientific Management’. 
Posterity is indebted to Sam Mavor of Mavor and 
Coulson for leaving several papers which go some 
way to explaining why this was the case, and these 
will be examined later. Before this is undertaken, 
‘Scientific Management’ requires to be defined. 
According to its founder, F.W. Taylor, it de- 
pended on four underlying principles: 


First. The Development of a true science. 
Second. The scientific selection of the work- 
man, Third. His scientific education and 
development. Fourth. Intimate friendly co- 
operation between the management and the 
men (Taylor, 1947: 130). 





The ‘mechanism’ of the system would typically 
consist of time study, functional or divided fore- 
manship, together with the standardisation of all 


ACCOUNTING AND BUSINESS RESEARCH 


g q a q d d | 


SOLGT WOTA 
u 


096] WoA 
u 


u 
u 


UMOUY JON 
u 


u 


SOLGT WONI 
8S6[ WOTA 


0961 Wolf 
u 


(ud) 
10-1uoo 
davjaspng 


> oe I Pa Pn Pn d Pa > > 


(u£) 
pasvdaid 
apunsa 
4 pony 


SnOHEA 
moqe Parq 
Mogzy Paq 
UAOU JON 
UAOU3 JON 
umouy ION 
UAOU39 JON 
mogey )oərtd 
moq Wa 
moqs parq 


moge WON . 


s1spg 


s> 


ANN 


981 Peay 


$10] BUS] 
oR COT ESLECLEL YS | 
PR LOSELLSSUE LYS 
SIO1ETIITSH 
sro1gurnsq 
siolgumnsq 
sloyeUNsy 
DBO 1509 
sO 80D 
S1O1PUIDST 
SIO}VUINS 


dq paspdasd £1802 


Ony Uren TS 
uos[no2 Y IOB 
Agpieg w yespoy uopemma 
suos F preg WM 
GOSV8AN STN 

IPM Df 

XODIMA W YOO BY 
SSA 

sIOJOW uolq[V 
aAHOUIODO’T YSHUG JHON 
uMolg uuor 


duvodu 


suraysi¢ 8907) Jo same 
T AJEL 


SUMMER 2000 


tools and implements and of the acts or move- 
ments of workmen for each class of work. In ad- 
dition, the desirability of a planning room or de- 
partment, the use of the ‘exception principle’, the 
use of slide rules and simular time-saving imple- 
ments, instruction cards, the use of large bonuses 
for the successful performance of the task, the ‘dif- 
ferential rate’, mnemonic systems for classifying 
products and implements, a routing system and a 
‘modern cost system’ were also cited by Taylor as 
‘elements’. 

In the last analysis, ‘Scientific Management’ had 
a financial focus. The final test of any system, ac- 
cording to Taylor was “does it pay?’ (Taylor, 1947: 
64). It was concerned with the division of the ‘sur- 
plus’ between workers and proprietors (Taylor, 
1947: 30). Logically, it soon extended its initial em- 
phasis on labour time standards and efficiency to 
standard costing and later, budgetary control 
(Fleischman, 1999). 

Given that the core disciplines of Scientific 
Management were work study and method study, 
it followed that if these were not introduced in a 
firm, they could not be extended into standard 
costs and budgets. In only one case among the 
firms studied was Taylorism adopted, as was 
indicated above, the firm concerned, Mavor and 
Coulson, did not extrapolate this into standard 
costing and budgetary control, proof of the fact 
that the one did not guarantee the other. Indeed, 
by the early 1930s, in spite of the introduction of 
standard times, it was still obliged to run parallel 
bonus systems, one based on the ‘scientifically’ 
measured standard labour times and the other on 
older times fixed by rate fixers, no doubt to avoid 
industrial disputes, 

Why the reluctance to espouse ‘Scientific 
Management’ and its associated accounting tech- 
niques? In 1930, 1931 and 1932, Sam Mavor, 
Chairman of Mavor and Coulson, gave three im- 
portant papers to the Institution of Engineers and 
Shipbuilders in Scotland which shed light on this 
question (Mavor, 1930; 1931; 1932). The Institu- 
tion had in its membership the leading figures in 
most of the major shipbuilidng, engineering and 
metals business of the West of Scotland, and was 
affiliated to the UK-wide Institution of Mechani- 
cal Engineers. It met approximately monthly, and 
at each session, several papers were presented, al- 
most wholly on engineering topics. In his 1930 pa- 
per, in contrast, Mavor spoke on ‘Payment by Re- 
sults and Rate Fixing’ following this in the next 
year with a paper on “Time Study in Engineering’ 
and in 1932 with one entitled “The M. & C. System 
of Time Study and Rate Fixing’. 

According to Mavor, Scientific Management 
was ‘at first not well received..not considered 
practicable and...not taken seriously in the West 
of Scotland (Mavor, 1930). The major reason was 
that ‘although well suited to some industries, it can 
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only be applied within narrow limits to general 
engineering’ (Mavor, 1931). As he had noted in his 
1930 paper, there were only ‘a few examples of 
mass or multiple production, and not many of rep- 
etition work’ in the West of Scotland (Mavor, 
1930). As McKinlay and Zeitlin have recently said 
of post-World War One, British engineering em- 
ployers generally, 


‘Worried by the inefficiency and inflexibility 
of mass production, engineering employers 
overwhelmingly rejected Taylorism as appro- 
priate for the high-quality, small batch pro- 
duction which again dominated British 
engineering after the Armistice’ (McKinlay 
and Zeitlin, 1989: 39). 


Its unpopularity is confirmed by the fact that in 
1924, an ‘expert adviser’ appointed by the Clyde 
Engineering Trades Association to popularise Tay- 
lorist ideas resigned after a year, completely dis- 
heartened by his lack of success (McKinlay and 
Zeitlin, 1989:43). It is regrettable that fuller details 
of the reasons for the rejection of Taylorism and 
Scientific Management within the sector have not 
yet come to light, for it was in the metals and | 
engineering industries that it first made its impact 
in the US. The facts which follow confirm, how- 
ever, that measurement-based . pay systems 
generally were seen as impracticable by many firms 
in the ‘Workshop of the Empire’. 

Survey evidence collected by Mavor for his 1930 
paper reveals that 56% of respondent engineering 
firms in the district (accounting for 30,000 jour- 
neymen) paid their work force on plain time. They 
had rejected payment by results systems. Out of 
the 46 firms in this category, 33 cited ‘variety of 
work’, ‘work chiefly repairs’ or ‘cannot be applied 
to whole shop’ as the reason for not having 
measurement-based payment systems. 

The industrial relations situation may also have 
played a part in their thinking. Nine firms cited 
‘trouble with men anticipated’ or ‘men hold back 
for high rates’ as a reason. The industrial West of 
Scotland was also known as ‘Red Clydeside’ and 
had been a hotbed of socialist-inspired industrial 
unrest since World War One. In times of recession, 
from about 1921 to 1935, management was in the 
ascendant in industrial relations, but it is clear 
from the foregoing that there were even then prob- 
lems with a change to measurement-based pay. 
From 1935 onwards, rearmament brought skill 
shortages and the return of trade union power to 
the West, bringing demands for detailed union 
involvement in measurement-based payment sys- 
tems and for the ‘closed shop’. At Albion, for ex- 
ample, shop stewards became involved in the set- 
ting of individual piecework times (Shop Stewards 
Minutes, Biggar). This made the progress of Tay- 
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lorism, Scientific Management and its accounting 
extensions even more unlikely. During and after 
World War Two, a similar situation prevailed. 

This presents something of a paradox: that the 
businesses studied in general rejected Taylorism, 
standard costing and budgetary control, notwith- 
standing the fact that these techniques were sub- 
stantially the invention of engineers, and should, 
it might be argued, have appealed to the engineers 
who ran most of the industries examined. It cannot 
be denied that an engineering culture prevailed 
among them, visible in the activities of the Insti- 
tution of Engineers and Shipbuilders and in the 
engineering bias of boards (McKinstry, 1999). The 
practical problems with Taylorism, standard cost- 
ing and budgetary control outlined above, may 
well have overwhelmed any innate loyalties to fel- 
low engineers. But it is also probable that, unlike 
Sam Mavor, a number were uncomfortable with 
financial techniques of even the most basic kind, 
notwithstanding the engineering origins of the 
newer and more sophisticated costing practices. 
This was certainly the case at Albion (McKinstry, 
1999) and at Beardmore, the huge Glasgow-based 
armaments and engineering combine. As Hume 
and Moss (1979: 1-10) point out, William Beard- 
more, the firm’s chairman, was far more interested 
in the spectacular engineering processes and prod- 
ucts in which his firm specialised than in financial 
figures. 

It is appropriate, in conclusion, to attempt some 
generalisations concerning the factors driving cost 
systems within the sector over the period. Was it 
the contractual nature of much of the work, the 
industrial relations climate or the management cul- 
ture which caused these to be originated and, for 
the most part, perpetuated over the period? Job 
and contract costing had a long genesis stretching 
back at least as far as the early years of the 19th 
century (see, for example, McLean, 1995). The 
engineering culture among management seems to 
have crystallised from the latter half of the 19th 
century, as witnessed by the growth of the Insti- 
tution of Engineers and Shipbuilders of Scotland 
from 1858 and the pioneering of BSc degrees in 
Scottish universities from the 1860s and 1870s. 
The escalation of trade union militancy on Cly- 
deside and in the UK at large is generally associ- 
ated with World War One. Prior to this, m 1913, 
British trade union membership had stood at 
3.9m, whereas by 1918 it had risen to over 8m as 
a response to worsening wages and shortages of 
consumer goods. Bearing the above chronology in 
mind, it appears that the contractual nature of the 
work governed the shape of most costing systems, 
that these fitted the engineering predilections of 
senior management, and when industrial relations 
deteriorated, there was an extra incentive not to 
effect change as alternative costing approaches be- 
came available. 
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6. Evaluation of the systems utilised 


An attempt to evaluate the systems in force was 
promised at the outset. To do this requires a 
definition of a good costing system. If cost ac- 
counting can be characterised as the collection and 
presentation of cost-based financial information as 
an aid to managerial decision-making and control, 
then a good system should arguably be able to 
present information that is timely. In general, cost- 
ing information should be produced as early as 
possible, and it is desirable that cost overruns be 
anticipated rather than merely reported after the 
event, to enable preventative action to be taken. 

A good system should also present relevant cost 
information. This involves the concept that the 
costs and thus the profitability of the most eco- 
nomically significant units of production be re- 
ported, rather than grand totals for each category 
of cost, or the costs of economically insignificant 
units. The term ‘relevant’ may also be taken to 
imply that where material, labour and overhead 
are substantial elements of cost relative either to 
products or in total, that due attention is paid to 
each element. A good cost system should also pro- 
duce cost effective information, in the sense that it 
yields benefits perceived to be of a greater value 
than the costs involved in producing it. 

The extent to which any system may be 
reckoned to fit these three criteria is, of course, a 
matter of judgment, and is more difficult if, as in 
the present study, not all the facts are known. An 
attempt will however be made. 

First, did the cost systems examined produce 
timely information? At a basic level, 1t appears to 
have been produced as fast as the armies of esti- 
mators and clerks employed would allow, and 
there is evidence that the larger firms, at least, in- 
vested in accounting machines and modern shop 
floor clocking systems whenever these became 
available. In terms of providing ‘ex ante’ cost 
information, this was taken care of through the 
systems of estimates which operated in ‘nearly all’ 
engineering works in the area (Mavor, 1932: 58). 
An estimate was built up for tendering purposes, 
based on material, labour and overhead costs, plus 
profit margin. This could be used as a budget for 
each job or contract at prime cost level and in all 
but the smallest firms examined above, was com- 
pared progressively and sometimes also on a final 
forecast basis with estimate, resulting in the timely 
identification of past losses and sometimes the an- 
ticipation of future ones. Moreover, additional 
controls for material and labour costs existed as 
ancillaries to comparisons with estimate. The 
larger materials purchases were put out to com- 
petitive tender before commitment, and the esti- 
mates themselves were based on tenders.’ The 


*John Brown’s cost books reveal a fairly consistent pattern 
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various bonus systems in operation gave quanti- 
tative controls on labour, and where these did not 
operate, supervision had direct control. 

In terms of the relevance of the information pro- 
duced, nothing could have been more relevant or 
necessary than tracking the progress of jobs and 
contracts, which constituted the unit of production 
for most of the firms. This allowed pricing errors 
or undercosts to be identified and lessons to be 
learned for the future. In some businesses, such as 
John Brown’s, the total trading position was 
struck by adding all contracts together, thus 
making possible a forecast of profit for the ac- 
counting year. There is no evidence this was car- 
ried out elsewhere, but it seems more than likely. 

The one area of obvious weakness, in terms of 
the relevance of the costing information produced, 
appears to have been in the lack of departmental 
analysis of expense, which often accounted for two 
or three times direct labour cost. This was only 
introduced at North British Locomotive c1960, 
and was not done in John Brown’s, Albion, Col- 
villes or Babock’s during the period. The lack of 
records makes it impossible to establish the posi- 
tion elsewhere. The situation was certainly moni- 
tored carefully in total in these firms at board 
meetings, and the implications of low throughput 
for fixed overheads were widely understood, spe- 
cially relevant to the period between the wars. A 
typical response to lack of demand was to shed 
indirect as well as direct labour, and at John 
Brown and elsewhere, systems of stores requisi- 
tions controlled some non-labour expenses at the 
level of the employee. There therefore existed non- 
financial controls in the area of overheads which, 
to some extent, made up for a lack of costing re- 
ports covering departmental expense. 

There is no reason to doubt the cost-effective- 
ness of the information produced. This can never 
be quantified, only judged; but in general it ap- 
pears that the information was well used by boards 
and management staff. Taken together with the 
conclusion that it was as timely as the technology 
allowed and was, subject to the exceptions out- 
lined, relevant, the expense appears likely to have 
been considered worthwhile. 

In contrast, cost accounting systems incor- 
porating standard costing and budgetary control, 
through the setting of standards and the reporting 
and analysis of variances, would arguably have 
given management information of a more precise 
kind. The costs of such systems would not have 
been restricted to accounting expense, however. 
The approaches of Taylor and his followers in- 
volved a thoroughgoing and radical review of all 
work processes, methods and layouts and the 
acquisition of the most efficient machinery. In 


of underspend against estimates for both material and labour 
throughout the period. 
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other words, heavy initial investment was required 
across the business, including the accounting de- 
partment, repayable over a period of years. 

As noted above, Taylor himself asked the ques- 
tion ‘does it pay?’ of any system. Quite clearly, the 
industrialists of the West of Scotland concluded 
that costing systems based on Scientific Manage- 
ment would not. It seems likely that the long ec- 
onomic slumps between the wars, with their 
‘knock on’ effects through all parts of the sector, 
played their part in the reasoning process. Quite 
apart from the other practical difficulties men- 
tioned above, investments of this kind appear to 
have carried too high a risk for the sector studied 
at this time. 


7. Conclusion 


When J. & P. Coats, the giant West of Scotland- 
based multinational thread producers, began to in- 
troduce standard costs in 1932, it was recorded, 
somewhat unsurprisingly in the above context, 
that the ‘progress made...[was] subject to consider- 
able delay caused by the absence of persons ca- 
pable of giving technical advice’ (Minutes, UGD 
199/1/1/24). Some of the reasons for this dearth of 
local experience will by now be obvious. This small 
incident does, though, suggest a further question: 
if Glasgow had been richer in consultants, would 
standard costing and its sister techniques have 
been more widespread there? As Kipping (1997) 
points out, Britain at this time was both disin- 
clined to use management consultants extensively 
and in general rather sceptical of Taylorism. It 
seems unlikely that the canny engineers of the 
West of Scotland would have been interested, al- 
though this must remain a matter for speculation. 

Future research will, however, be required in or- 
der to establish whether or not the pattern of cost 
accounting outlined above was typical of all the 
industries of the West of Scotland, only of its 
engineering, shipbuilding and metals sector, or in- 
deed, whether it was replicated elsewhere. It may 
yet be possible that further engineering-related ar- 
chives for this period will emerge in the West of 
Scotland and show that, notwithstanding the con- 
clusions reached above, there were exceptions to 
the rule within the region examined.’° 

Finally, this study has broad implications for fu- 
ture research into the history of cost accounting in 
Britain. Previous studies have identified a complex 
pattern of adoption of standard costing and budg- 
etary control across the UK, about which all too 
little is as yet known (Boyns, 1998a: 290-291; 
Boyns, 1998b: 18). The account given above has, 


10Tt is hoped that some cost accounting records of Singers, 
Clydebank, may yet emerge. It is however, known that work 
study was only introduced there in the period 1948-50, and 
departmental expense analysis c1960 (Duncan, 1999). 
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Appendix 1 
Primary Sources 


Firm 
John Brown 
(GUBA) 


North British 
Locomotive 


GUBA 


Albion Motors 


Colvilles 


Babcock & Wilcox GUBA 


J & G Weir GUBA 


Mirrlees Watson 
Wm Baird & Son 


GUBA 
GUBA 


GUBA 


Fullarton, Hodgart & 
Barclay 


Mavor and Coulson 
Sir Wiliam Arrol 


however, filled in some gaps and drawn attention 
to two important factors which appear likely to 
apply beyond the types of industry studied here: 
the industrial relations climate, which has already 
been highlighted by Walker and Mitchell (1998) 
and an ‘engineering culture’ amongst management 
(McKinstry, 1999). 

Both have a peculiarly British ring and could 
well feature large in the explanations of British 
costing development that emerge in the future. 
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Accounting for goodwill: an examination of 
factors influencing management preferences 
Pelham Gore, Fauziah M. Taib and Paul A. Taylor* 


Abstract—This paper investigates factors that influenced the position of managements of UK-listed companies in 
the heated debate that surrrounded proposals for a new standard on goodwill accounting, i.e. the factors influencing 
whether managements preferred immediate write-off or capitalisation-based approaches. The factors investigated 
are derived from contracting cost theory, and include those associated with debt covenant restrictions and profit- 
based management schemes. They also include non-agency contracting costs. A key feature of the design is that, 
compared to prior research, we specify more rigorously circumstances where such contracting cost effects are, or 
are not, likely to be binding. In addition, the paper investigates the effects on management preferences of their 
beliefs about revisions in market perceptions of their companies resulting from changes in goodwill accounting. 
Our results support certain contracting cost-based hypotheses, but they also indicate that management beliefs about 
changes in market perceptions of their companies constitute a strong influence on their preferences. 


1. Introduction 


This paper reports the results of an investigation 
of factors that influenced the positions taken by 
managements of UK-listed companies during the 
heated debate surrounding proposals for a new 
standard on goodwill accounting. This was at a 
time when the UK Accounting Standards Board 
(ASB) had not decided upon an appropriate 
. method and was canvassing various constituencies, 
including managements, on how it should proceed. 
One set of factors examined here to explain why 
managements favoured the mandating by the ASB 
of capitalisation or immediate write-off based ap- 
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proaches is based on contracting cost theory. This 
includes agency costs associated with debt cove- 
nants and management compensation schemes and 
other, non-agency, costs. Also examined are 
information effects deriving from managements’ 
beliefs about the impact goodwill accounting 
would have on market perceptions of their 
companies. 

Our paper adds to prior UK work on this issue 
by gathering information that is not publicly avail- 
able about the nature of the bond covenants and 
management compensation schemes of large UK 
listed companies. Our results indicate that certain 


' contracting cost factors, such as binding gearing- 


based debt covenant restrictions and applicable 
profit-based management compensation plans, do 
affect management preferences. They also show 
that such preferences are strongly affected by 
management beliefs about market perceptions. 
Our identification of such factors can assist pol- 
icymakers in understanding what may influence 
management positions during future debates over 
other reporting standards. 

The next section of the paper examines the 
development of goodwill accounting in the UK. 
Related studies are then reviewed and hypotheses 
developed. After describing the data and the var- 
iables used to operationalise hypothesis testing, we 
explain the model used. Our results and related 
sensitivity analyses are then discussed. Finally, a 
summary and conclusions are presented and im- 
plications for standard-setters discussed. 
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2. The UK debate on goodwill 


Accounting for goodwill has long been controver- 
sial in the UK. There is evidence that, in the ab- 
sence of regulation, preparers have been divided 
over which approach to use. The Survey of Pub- 
lished Accounts 1979 (Skerratt, 1980:158) shows 
that in 1976/77 38% of companies disclosing a 
goodwill accounting policy carried goodwill at 
original cost, 42% used immediate write-off to re- 
serves and 20% capitalised and amortised it. Sub- 
sequently, the Companies Act 1981 prohibited the 
first of these methods. The Accounting Standards 
Committee’s (ASC) SSAP 22 Accounting for Good- 
will (ASC, 1984) was unusual in allowing alterna- 
tive treatments: it stated that goodwill should nor- 
mally be dealt with by immediate write-off direct 
to reserves but also permitted capitalisation and 
amortisation. However, the vast majority of UK 
companies chose immediate write-off, with the re- 
sult that their reported profit figures were not 
adversely affected by amortisation of purchased 
goodwill, but their gearing (leverage) ratios were 
severely increased due to depletion of accounting 
equity. Weetman and Gray (1991) found that, for 
a sample of 41 UK companies in 1986, profits un- 
der UK GAAP were 10.2% higher than under US 
GAAP because of such goodwill accounting 
differences. 

The often dramatic balance sheet effects of im- 
mediate write-off elicited considerable attention. 
Fierce debate arose over the capitalisation of in- 
tangibles such as brand names so as to ameliorate 
such adverse gearing effects (Barwise et al, 1989), 
and the possible concomitant incentives to revalue 
(upwards) fixed assets were also examined (Lin 
and Peasnell, forthcoming). Considerable argu- 
ment was also generated over how goodwill itself 
should be accounted for (see, for example, Arnold 
et al; 1992). In particular, concerns were aired that 
the SSAP 22 position was at variance with the 
international norm of capitalisation and amortis- 
ation. Arguments were advanced for capitalisa- 
tion, predicated, for example, on the desirability 
of international harmonisation and concerns that 
immediate write-off against reserves might give 
British companies an advantage in making inter- 
national take-over bids (Choi and Lee, 1991; ASB, 
1997). The fact that UK managements had discre- 
tion in choosing their companies’ goodwill ac- 
counting treatment was also a cause for great 
concern. 

Proposals by the ASC (Exposure Drafts 47 and 
52: ASC, 1990a, 1990b) to impose capitalisation 
and amortisation of goodwill and other intangibles 
met with overwhelming opposition: 93% of cor- 
porate submissions and 73% of all submissions 
were against the goodwill proposals (ASB, 
. 1993:12). In December 1993, the ASB, admitting 
it could not achieve agreement among its board 
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members on this topic, issued a Discussion Paper 
(DP) Goodwill and Other Intangibles (ASB, 1993), 
outlining six alternatives for account:ng for good- 
will, three involving capitalisation and amortisa- 
tion, and three immediate write-off.! The DP 
indicated that the ASB wished to adopt a single 
approach to goodwill accounting. 

As as result of responses to the DP, the ASB 
issued a Working Paper (WP), Goodwill and Intan- 
gible Assets (ASB, 1995). This generally supported 
capitalisation and predetermined life amortisation, 
with impairment tests for goodwill cr intangibles 
‘believed to have indefinitely long lives’. The ASB 
made a ‘tentative conclusion’ that goodwill should 
be shown as an asset, but still allowed the poss- 
ibility that it would be shown as a separately dis- 
closed deduction from reserves. After public hear- 
ings in September 1995, the ASB issuzd FRED 12 
in June 1996 and the FRS 10 in December 1997 
(ASB, 1996, 1997). Both required capitalisation of 
goodwill and other intangibles, with amortisation 
over their useful economic lives where these are 
regarded as of limited duration. These documents, 
like the WP, included a rebuttable presumption 
that such lives will not exceed 20 years. However, 
where goodwill or intangibles are regarded as hav- 
ing an indefinite life and are capable of continued 
measurement, they are not to be amortised, but are 
to be written down only if necessary, using annual 
impairment tests as a way of recognising the loss 
of value. 

This paper focuses specifically on the goodwill 
accounting aspects of the debate and, in particular, 
on the period between the ASB’s 1993 Discussion 
Paper and its 1995 Working Paper proposals, a 
time of uncertainty over which course of action the 
ASB would take. The inclusion by th2 ASB in the 
DP of both immediate write-off and capitalisation 
options provides the opportunity to study the pref- 
erences of UK-listed companies for the accounting 
treatment to be adopted in the future standard and 
also the factors that were driving their preferences. 


3. Development of hypotheses 


Studies examining the factors influencing account- 
ing choice have been difficult to carry out in the 
UK due to limitations on data availability. Our 
work builds on earlier UK studies trat examined 
contracting and other explanations for accounting 
choice decisions. Mather and Peasnej (1991), for 
example, studied the decision in 1988 by major 


1The six alternatives were: 
i, capitalisation with predetermined life amortization. 
H. capitalisation subject only to impairment tests. 
Hi. a combination of capitalisation approaches i and ii. 
iv. immediate write-off direct to unspecified rezerves. 
v. immediate write-off to a separate reserve. 
vi. combination of immediate write-off to reserves with im- 
pairment tests. 
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British companies to capitalise brands. They found 
that capitalisation was associated with high lever- 
age and the implications of Stock Exchange Class 
1 transactions (discussed later). Grinyer et al. 
_ (1991) examined factors that influenced the pro- 
portion of a company’s purchase price assigned to 
net tangible assets and therefore to goodwill. They 
found that a contracting cost-related variable, the 
post-acquisition gearing ratio, influenced this de- 
cision. However, such British studies have been 
hampered by the lack of publicly available 
information about many of the variables widely 
assumed to drive accounting choices, e.g. company 
debt covenant restrictions and profit-based 
management compensation plans. To overcome 
this problem we collect data by survey and use 
them in conjunction with published financial data. 

Other UK studies have examined the form of 
restrictions in UK debt covenants, relevant here in 
our measurement of contracting cost variables. 
Citron (1992a) examined 25 UK bank loan con- 
tracts and found that the great majority were 
based on rolling (extant) GAAP, and all were 
based on consolidated amounts. Non-GAAP ap- 
proaches were adopted in net worth covenant re- 
strictions relating to some intangibles and to good- 
will, but apparently not in the gearing- or 
profit-based restrictions that we use in our study. 
Earlier, Citron (1992b) had found by survey that 
bankers claimed they would be understanding in 
dealing with technical breaches caused by changes 
in GAAP, and that costs imposed on borrowers 
resulting from such breaches are therefore likely to 
be smaller than for other breaches. 

Citron (1995) found in 108 UK public debt is- 
sues (over an earlier period than our study) that, 
unlike US public debt agreements, UK account- 
ing-based covenants are mainly affirmative, i.e. ap- 
plying at all times while the debt is outstanding. 
He conjectured (p. 148) that such covenants po- 
tentially influence managements’ accounting policy 
choices more than where covenants only become 
operational] at the time of specified actions such as 
raising new debt. Day and Taylor, in similarly or- 
ientated research, interviewed 18 officials from fin- 
ancial institutions (Day and Taylor, 1995), 44 cor- 
porate treasurers from major UK companies (Day 
and Taylor, 1996) and examined a sample of loan 
agreements. They reported (Day and Taylor, 1994) 
that gearing and interest cover, used in our paper, 
were two of the main accounting variables used in 
bank loan covenants in the UK. Studies, summar- 
ised in Leuz et al. (1998), found that dividend 
based covenants were not widely used in the UK.? 

We now set out the hypotheses to be tested. 


“Other non-accounting policy choice research on goodwill, 
based on US data, has focussed on the relationship between 
the amount of reported goodwill in that country and the mar- 
ket capitalisation of equity. For example, Chauvin and Hir- 
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3.1. Contracting cost hypotheses 

We use costly contracting theory to identify fac- 
tors, which include both agency and non-agency 
costs, expected to underlie management prefer- 
ences for particular accounting treatments of 
goodwill (Watts and Zimmerman, 1990: 134-5). 


3.1.1. Agency contracting costs 
The paper focuses on three primary agency re- 
lationships discussed in the literature, between 1) 
management and shareholders, 2) shareholders/ 
managers and debtholders, and 3) the company 
and outside regulators (‘political costs’), and 
frames hypotheses in terms of the standard varia- 
bles used to measure ‘opportunistic’ management 
behaviour (Watts and Zimmerman, 1990: 138- 
140). 
Based on such a framework, we would predict 
company preferences for goodwill accounting to 
take the following forms: 
eWhere there are management compensation 
schemes based on accounting profits’, influenced 
by the effects of goodwill accounting, there will 
be a preference for methods not impacting 
adversely on reported profit, i.e. immediate write- 
off to reserves methods. We therefore predict a 
negative association between capitalisation-based 
approaches and the existence of such compensa- 
tion plans. 

eWhere a company has debt covenant restrictions 
based on balance sheet ratios such as gearing, we 
hypothesise a positive association between capi- 
talisation-based preferences and the presence of 
such restrictions. However, if debt covenant re- 


schey (1994), using a simultaneous equations approach, exam- 
ined interrelationships between goodwill, net income and 
market capitalisation. McCarthy and Schneider (1995) also 
examined the relationship between equity market capitalisation 
and goodwill, including income-based explanatory variables 
within an Ohlson-type framework (Ohlson, 1995). They con- 
cluded that, for US firms, the market does seem to treat 
acounting goodwill as a value component. Jennings et al. (1996) 
report a strong cross-sectional association between equity val- 
ues and recorded goodwill balances for US firms, but only a 
weak negative relationship between goodwill amortisation and 
equity values. Barth and Clinch (1996) examine the effects of 
international accounting differences and their effects on share 
prices. Their US findings are consistent with the above studies 
and they find that for UK companies share prices seem to act 
as if goodwill were an asset, but with a lower coefficient than 
other assets. 

3In our questionnaire we asked about the existence of ac- 
counting profit-based management compensation plans and ac- 
counting-based debt covenant restrictions, in the full knowlege 
that such contracts also contain a wide range of other non- 
accounting indicators (e.g. see Smith and Warner, 1979 and 
Citron, 1992b and 1995). We make the assumption that other 
contracting provisions do not mask such first order effects in 
our study. We also specifically adduced information about the 
treatment of goodwill in such contracts. Unfortunately, as in 
many other studies, we are not able to examine the upper and 
lower bounds of management compensation contracts dis- 
cussed by Healy (1985). 
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strictions are based on income statement-based 
ratios, companies will prefer methods that do not 
reduce profits, ie. immediate write-off to re- 
serves methods. Thus we hypothesise a negative 
association between capitalisation-based prefer- 
ences and the presence of interest cover-based 
restrictions. 
eln politicially visible companies, we use size to 
proxy for political costs (Watts and Zimmerman, 
1990: 139) and hypothesise that capitalisation- 
based approaches would be preferred by large 
companies since they reduce reported profit com- 
pared to immediate write-off ones (1.e., a positive 
association between capitalisation-based ap- 
proaches and size). Size variables are ambiguous 
to interpret, and can be characterised as control 
variables. We also employ a dummy variable in 
our models to assess effects unique to utilities, 
which are more heavily regulated; however, as 
regulation is complex, we do not predict the 
direction of this relationship. 

We predict. that company preferences would 
only be affected where such accounting-based 
management compensation contracts and debt 
covenant restrictions are near contract limits 
(‘binding’) and based on accounting numbers cal- 
culated using rolling GAAP; no effect is predicted 
if they are based on UK GAAP ‘fixed’ at the time 
the agreement was signed. 


3.1.2. Non-agency contracting costs 

These take many forms, for example transaction 
costs (e.g. brokerage costs), renegotiation costs 
and other differential costs. We examine two po- 
tentially differential costs incurred by UK-incor- 
porated listed companies: whether companies have 
a US quote and whether they have had to consider 
a (UK) Stock Exchange Class 1 transaction. Since 
US GAAP requires capitalisation and amortisa- 
tion, companies having a US quote already have 
to produce accounts on this basis (or a reconcili- 
ation between US GAAP and their accounts pro- 
duced under UK GAAP) regardless of the method 
that they choose for UK reporting purposes. If the 
ASB required capitalisation, such companies 
would incur fewer extra compliance costs than 
companies not quoted in the US. We would thus 
predict a positive association between preference 
for capitalisation-based approaches and having a 
US quote. © ` 

Listed companies incur transaction costs, such 
as obtaining shareholder approval or preparing 
and circulating certain prospectus-type informa- 
tion, if they engage as bidders in take-over deals 
classified by the Stock Exchange as Class 1 trans- 
actions. In periods leading up to the study, Class 
1 status was attributed to a take over deal if the 
fair value of the assets being acquired (or disposed 
of) exceeded the book value of the acquiring (dis- 
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posing) company by 15% or more (Yellow Book, 
Section 6). Furthermore, the book value of the ac- 
quiring company included goodwill as an asset 
only if capitalisation was the accounting policy 
used in its financial statements. We would thus _ 
predict that companies planning takeover bids 
which had to consider Class 1 transactions would 
prefer capitalisation of goodwill so a3 to increase 
their book value relative to the fair value of (prob- 
ably less acquisitive) target companies and thus 
minimise the chance of such transactions falling 
within the relevant Class | criteria, i.e. a positive 
association between a preference for capitalisation 
and the fact that the company has needed to con- 
sider Class 1 transactions in planning bids. 


3.2. Information effect (‘IE’) hypotheres 

As noted earlier, many of the corcerns about 
possible changes to goodwill accounting require- 
ments in the practitioner-orientated accounting 
literature seem to be directly relatec to balance 
sheet and income statement impacts of goodwill 
accounting (e.g. Pearce, 1994), To test such alter- 
native explanations for company preferences, we 
examine whether such preferences are influenced 
by finance directors’ beliefs about how analysts 
will interpret any change in reported ratios and 
profits, particularly if they have naive beliefs about 
how analysts will react. For example, would com- 
panies have a preference for the ASB to choose 
capitalisation-based alternatives if they believed 
that analysts would treat increased gearing as a 
sign of increased riskiness? Also, would they prefer 
immediate write-off methods if they believed that 
reduced reported profits resulting from goodwill 
amortisation would cause analysts ta downgrade 
their assessment of the company? 

The existence of a strong relationship between 
corporate management preferences and their be- 
liefs about how analysts will react could be inter- 
preted as suggestive of a naive view of how the 
market operates—see for example the discussion 
in Collinson et al. (1993). Sometimes, however, 
there may be more complex linkages between be- 
liefs and preferences (O’Keefe and Soloman, 
1985). For example, suppose companzes preferred 
the ASB to choose immediate write-off as the sole 
approach and expressed the belief tnat analysts 
consider that the immediate write-off of goodwill 
gives UK firms an international competitive ad- 
vantage. Such a belief could stem from finance di- 
rectors having a naive view of the e fects of ac- 
counting numbers and how analysts interpret 
them, and preferring immediate write-off because 
of higher reported profits under that approach. On 
the other hand, it could be that they believe that 
such competitive advantage arises because of the 
differences in profit-based management compen- 
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sation in different countries owing to the different 
reported profit figures (Lee and Choi, 1992). 

We also examine a number of possible other, 
information effect (IE)-related, beliefs. We hypoth- 
esise a positive asšociation between the preference 
for capitalisation-based approaches and finance di- 
rectors' beHefs that: 
ecapitalising goodwill would enable analysts and 
other users better to assess their group size relative 
to other groups than not doing so; 
eanalysts would consider the company less risky if 
goodwill were capitalised and gearing ratios con- 
sequently improved; 
ethe increased gearing ratios caused by immediate 
write-off compared to capitalisation and amortis- 
ation has a negative effect on the way that analysts 
perceive the company; 
eimmediate write-off distorts the inferences that 
analysts draw in making comparisons between 
companies that have grown by acquisition and 
those that have grown by internal growth. 

We hypothesise a negative association between 
the preference for capitalisation-based approaches 
where finance directors believed that: 
eanalysts would downgrade their rating if their 
profits were lower due to enforced goodwill amor- 
tisation; 
ethat the widely used UK practice of immediate 
write-off to reserves, which results in no profit and 
loss account charge, gives UK companies an inter- 
national competitive advantage compared to 
similar non-UK companies. 


4. Sample, data and variables 


4.1. Data sources and sample selection 

Two main data sources were used for our study: 
Extel’s Company Research CD-ROM database 
and the results of a postal questionnaire survey. 
We utilised the former to compile a dataset giving 
1994 year-end financial statement information that 
enabled the calculation of variables such as gear- 
ing levels and interest cover. The survey provided 
company data relating to contracting cost hypoth- 
eses, such as the existence and nature of debt cov- 
enant restrictions and senior management profit- 
based compensation contracts. Certain interaction 
variables, discussed later, make use of both 
sources. 

In the survey, we asked for and obtained specific 
and detailed information on how goodwill was 
explicitly or implicitly treated in contracts— 
whether its treatment was based on UK GAAP, 
another form of GAAP or a non-GAAP basis, and 
for GAAP treatments, whether they were based on 
rolling (extant) or frozen (fixed at the time of the 
covenant) GAAP. As far as we are aware, this sur- 
vey, sent out in December 1994, was the first of 
this type to be sent to all large UK listed com- 
panies. This information constitutes the only data 
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source on the treatment of goodwill in debt cove- 
nant restrictions and management compensation 
contracts extensive enough for our purposes. 
Compared to previous UK studies (e.g., Citron, 
1992a, 1995; Day and Taylor, 1995, 1996), based 
on smaller samples, we identified a smaller pro- 
portion of companies having non-GAAP goodwill 
accounting methods specified in their contracts. 

Standard survey design procedures, including 
pre-testing, feedback meetings, and a pilot survey 
were utilised. To reduce response bias due to lack 
of knowledge of the proposals, we sent with the 
survey instrument a one-page summary of the 
ASB’s Discussion Paper on goodwill accounting. 
We also asked about prior familiarity with the 
proposals and included control questions to check 
answer consistency. Our sampling frame com- 
prised finance directors of those UK-incorporated 
companies within The Times 1000 (1994 edition) 
having a stock market listing. Of the 502 such 
companies, 21 were used for the pilot study and 
481 companies in the main survey. Prima facie 
these companies were more likely than others to 
be involved in take-over activity and hence have 
material levels of goodwill, to. have formalised 
debt covenants and management compensation 
schemes, and to have an active interest in new ac- 
counting proposals. The survey instrument was 
mailed early in December 1994, with a second re- 
quest four weeks later.‘ 

The overall response rate of 58.4% (281 com- 
panies) is high for this type of survey, as is the 
usable response rate of 44.1% (212 companies). 
Analysis of the 69 unusable responses reveals no 
systematic biasing factors: 52% of these stated that 
it was company policy not to take part in surveys, 
16% did not wish to take part in this particular 
survey, 13% cited time pressures, and the remain- 
ing 19% comprised a variety of other reasons. 
Respondent companies were from a broad spread 
of business sectors, as shown in Table 1. A Z-test 
showed that in 14 out of the 15 industry categories 
there was no significant difference between the 
proportion of companies responding and the pro- 
portion in the population. 

Further, to assess response bias we compared 
respondents and non-respondents by industry 
grouping, gearing ratio, interest cover ratio, total 
assets and turnover. Kruskal-Wallis and Mann- 
Whitney tests showed no significant difference be- 
tween the two groups. We also compared re- 
sponses to first and second mailings using 
Chi-squared and Mann-Whitney tests. These 
showed that differences in responses between the 
groups were in line with what might be expected 
by chance. Financial statement characteristics, in 


4A copy of the survey instrument is available from the 
authors on request. 
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Table 1 
Industry profile of sample and overall sampling frame 


Respondents 


Industry Number 
Engineering l 42 
Consumer goods 24 
Light industrial 23 
Building materials and construction 23 
Leisure 19 
Chemicals, metals and other 
materials 
Agriculture and food 
Utilities 
Transport services 
Oils, gas, mines and nuclear 
Business services 
Financial 
Communications 
Property 
Miscellaneous 
Total 
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Total UK-incorporated listed 
companies in Times 1000 


Number % 


84 16.7 
71 14.1 


Based on The Times 1000 (1994 Edition), Times Books 1994. 


terms of quartiles, of respondents and of the sam- 
pling frame as a whole are shown in Table 2. 

Of individual respondents, 52% were financial 
directors, 23% financial controllers and 23% other 
accountants or managers: only 2% were compara- 
tively junior or undeclared. Results of tests with 
and without such junior or undeclared respondents 
are very similar: those reported include this last 
group. All respondents were either professionally 
qualified and/or had an extensive background in 
accounting. 

We are confident that preferences expressed to 
us reflect a corporate rather than a personal view. 


Table 2 
Characteristics of respondents and sampling frame 


Characteristic 


In £m 


Sales 

Total assets 

Profit before interest and tax 
Gearing 

Interest cover 


25% 


152.08 
110.59 
5.83 
17.46% 
3.28 


Source: Extel Company Research 1994 data. 


Total (usable) 
respondents (212) 
Quartiles 


50% 


327.95 
285.77 
22.23 
31.07% 
6.17 








The questionnaire objectives made clear that we 
sought ‘the views and preferences of large com- 
panies...’. We deliberately targeted finance direc- 
tors and financial controllers so that responses 
would reflect appropriate seniority and decision- 
making power. Our analysis of respondents illus- 
trates that our targeting strategy was successful. 


5. The model and variables used 


Because of the non-normality of the explanatory 
variables and the binary nature of the dependent 
variable, PREF, we used logistic regression to 


Total UK Listed companies 
in The Times 1000 (502) 
Quartiles 


50% 


316.57 
275.64 
20.09 
29.18% 
6.56 


75% 


1,258.58 

1,134.70 
92.33 
48.59% 
12.27 


25% 


149.42 
111.63 
6.13 
16.64% 
3.35 


73% 


1,102.41 
999.45 
75.85 
45.38% 
12.95 
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Description of variables used in logistic regression model 


Variable 
PREF 


GEAR 


GEARI(1) 
GEARI(2) 
INTCOV 


INTCOVI(1) 


INTCOVI(2) ` 


MCOMP 
MCOMPI 


USQ 
CLI 


UTIL 
LOGSALES 
BSZ 


DRATE 


Description 


=] if company expresses a first preference for the ASB to adopt capitalisation of goodwill, 
and = 0 if preference is for immediate write-off. 

High gearing dummy=1 if gearing level > upper quartile gearing of sampling frame 
companies. The gearing ratio is calculated from Extel definitions as (Total 
borrowings+Preference capital)/(Total borrowings+Preference capital+Ordinary 
capital+Reserves+ Minorities — Intangibles), winsorised at 100%. The Extel definition uses 
the immediate write-off basis for measuring gearing. This is justified in this study on the 
assumption that lenders assess the relative tightness of debt covenant restrictions between 
companies by using a common UK comparative framework, and only then do they 
reformulate such restrictions in terms of the actual goodwill accounting approach used by 
the company 

High gearing x Restriction. Restriction dummy = 1 if company has gearing-based debt 
covenant restriction! 

High gearing x Restriction x Rolling GAAP. Rolling GAAP dummy = 1 if company has a 
rolling GAAP restriction? 

Low Interest cover=1 if<lower quartile interest cover of sampling frame companies. 
Interest cover ratio defined as (Profit before interest and taxation/Interest charge), 
winsorised at 50 times 

Low Interest cover x Restriction. Restriction dummy=1 if company has interest cover- 
based debt covenant restriction! 

Low Interest cover x Restriction x Rolling GAAP. Rolling GAAP dummy = 1 if company 
has a rolling GAAP restriction? 

=] if profit-based management compensation scheme exists! 

Profit-based management compensation scheme x Rolling GAAP. Rolling GAAP 
dummy=1 if company compensation scheme has a rolling GAAP restriction? 

=1 if US quote! 
=1 if company needed to consider the implications of London Stock Exchange Class 1 
transactions in the previous five years! 

=1 if company is in utilities sector 

Natural logarithm of sales 

=] if company felt that capitalising goodwill would enable analysts and other users better 
to assess their group size relative to other groups! 

=] if company felt that analysts would downgrade their rating if their profits were lower 
due to enforced goodwill amortisation! 

=] if company felt that analysts would consider the company less risky if goodwill were: 
capitalised and gearing ratios consequently improved! 

=1 if company felt that the UK practice of immediate write-off to reserves, resulting in no 
profit and loss account charge, gives UK. companies an international competitive advantage 
over similar US companies! 

=1 if company felt that the increased gearing ratios caused by immediate write-off 
compared to capitalise and amortise has a negative effect on the way that analysts would 
perceive the company’ 

=1 if company felt that immediate write-off distorts analysts’ inferences when making 
comparisons between companies that have grown by acquisition and those that have grown 
by internal growth! 

Eight industry categories based on the London Business School database 


‘Established by survey question. The information effect variables included an ‘unsure’ category, which was 
included in our tests, but not reported in Table 5 to preserve clarity of presentation. 

7We established through the questionnaire that the relevant debt covenant included goodwill in the restriction 
calculation and did not contain a special treatment for goodwill. 
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evaluate the validity of our hypotheses. PREF 
takes the value of one if management’s first pref- 
erence is for capitalisation-based approaches (61 
respondents) and zero for immediate write-off ap- 
proaches (151 respondents).> Our model contained 
both contracting cost variables and information 
effect (IE) variables. 


PREF=8,+B, GEAR+B, GEARI(1) 

+B, GEARI(2)+B, INTCOV+8, INTCOVI(1) 

_ +B, INTCOVI(2)+B, MCOMP+B, MCOMPI 
+B, USQ+B,, CL1+B,, UTIL+B,, LOGSALES 
+B, BSZ+B,, DRATE+,, LRISK+ 

Bis INTCADV+B,, WGEAR+8,, DCOMP 

+2 B, IND; 


The variables are described in Table 3. In testing 
the contracting cost issues discussed above we use 
a model based on categorical variables. In this 
model, main effect variables include the existence 
of profit-based management compensation plans 
(MCOMP); and debt covenant restrictions (for 
which we used one type of balance sheet restric- 
tion, gearing level (GEAR), which takes the value 
one for high-geared firms and zero otherwise, and 
one income statement-based restriction, interest- 
cover (INTCOV), which takes the value one for 
low interest cover firms and zero otherwise); the 
presence of a US quote (USQ); the active consider- 
ation of Class 1 Transactions (CL1); whether or 
not the company is a utility (UTIL); and size 
(LOGSALES). The variables used to test the 
information effect hypotheses directly relate to the 
hypotheses outlined earlier and so are not dis- 
cussed further here.® 

The earliest studies on contracting costs and ac- 
counting choice used only continuous main effect 
explanatory variables, such as gearing and interest 
cover ratios, to measure the effects of debt cove- 
nant restrictions. Such an approximation for 
measuring ‘binding’ restrictions was criticised as 
being inexact (Duke and Hunt, 1990; Press and 
Weintrop, 1990). Later studies used simple inter- 
action effects to refine measurement, by measuring 


`The former are alternatives i, ii, and iii in the ASB’s 1993 
DP, as detailed in footnote 1, and the latter alternatives iv, v 
and vi. Alternative specifications were also tested: see Section 
6 


SMany of the survey questions upon which our variables are 
based allowed responses of ‘yes’, ‘no’ or ‘unsure’. The ‘unsure’ 
category was included in our tests for information effect vari- 
ables. While this reduces the power of the tests somewhat and 
therefore makes our results conservative, it avoids artificially 
constraining the responses. We only report results for “yes’ ver- 
sus ‘no’ in our tables because reporting the ‘unsure’ results 
would overload with detail an already complicated presenta- 
tion, and we do not have formal hypotheses for the compari- 
sons with ‘unsure’. (As might be expected though, the results 
for ‘yes’ versus ‘unsure’ were generally in a similar direction to 
those for ‘yes’ versus ‘no’ but showed leas significance.) We did 
not include an ‘unsure’ category for the contracting variables 
because to do so would have exponentially increased model 
complexity. There were also fewer such answers. 
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the effects of gearing or interest cover designated 
‘high’ or ‘low’ relative to medians (e.g. Ayres, 
1986; Dunne, 1990). Our study contains further re- 
finements: we use quartiles to reflect more plausi- 
bly the point at which gearing and interest cover 
restrictions become binding, and categorical vari- 
ables to challenge the assumption implicit in the 
continuous model that the degree of “bindingness’ 
(and therefore the consequences of breakage of 
debt covenant restrictions) increases in a linear 
fashion beyond the upper or lower quartile point. 
We argue that it is more reasonable to assume that 
debt covenant restrictions only become binding be- 
yond a particular point and not before (though we 
find similar results, discussed later, when con- 
tinuous variables are used). In addition, we focus 
on higher level interaction terms to target more 
exactly firms having binding restrictions of the rel- 
evant type, i.e. based on rolling GAAP (Mohr- 
man, 1996). 

Our hypotheses and modelling are thus based on 
interaction and not main effect terms. For exam- 
ple, GEAR, with its coefficient, B,, is the incre- 
mental effect in log-odds ratio terms of high- 
geared firms over low-geared firms. GEARI(2), the 
highest level interaction variable, with coefficient 
§,, can be interpreted as the incremental effect of 
the simultaneous presence of high geazing and roll- 
ing GAAP debt covenant restrictions over merely 
the presence of high gearing and debt covenant 
restrictions which are not based on rolling GAAP. 
Thus, B,+B,+B, measures the contracting cost ef- 
fect for high geared firms with gearing restrictions 
based on rolling GAAP. B,+B, measures the effect 
for the remaining highly geared firms with gearing 
restrictions, but not based on rolling GAAP. B, 
measures the effect for the rest of the firms which 
are high geared but do not have gearmg debt cov- 
enant restrictions. We do not model all possible 
main effects and interaction terms, for example 
measuring the existence of a debt covenant restric- 
tion per se, as we are only interested in incremental 
effects relating to gearing. 

Our main contracting cost hypotheses relate 
only to highest-level interaction terms such as 
GEARI(2), where we predict that B, will be signifi- 
cant and positive. i.e. a positive association be- 
tween management preference for capitalisation- 
based approaches and gearing level for high geared 
companies (above the top quartile) where there is 
also a rolling-GAAP debt covenant restriction. If 
any of these conditions were not met, for example 
if GAAP were non-rolling, contracting cost theory 
would not predict any particular association. Sim- 
arly we predict that the coefficient of INT- 
COVI(2) will be negative, i.e. the incremental in- 
terest cover effect for companies with binding 
interest cover restrictions, having rolling GAAP- 
based interest cover restrictions and with interest 
cover below the bottom quartile. We also hypoth- 
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esise that only where there are. rolling GAAP- 
based profit-based management compensation 
plans will this influence management preferences, 
so we predict that B, the regression coefficient of 
MCOMFPYI, will be negative. 

Our use of non-interaction (GEAR, INTCOV 
and MCOMP) and lower level interaction varia- 
bles (e.g. GEAR (1)) is merely to proxy for omit- 
ted variables. We also use industry to control for 
omitted variables correlated with industry effects, 
e.g. capital intensity and differential financing 
regimes. 

A correlation matrix for the main effect varia- 
bles is shown in Table 4. A number of significant 
correlations are apparent but the following points 
may be made. The correlation between interest 
cover and gearing level is dealt with in our sensi- 
tivity analyses where we fit models with each in- 
dividually. As might be expected, industry classi- 
fication (which includes utilities) is correlated with 
two contracting cost variables. This may lead to 
some understatement of the strength of our results, 
and thus they should be seen as conservative. 
LOGSALES is correlated with our transaction 
cost variables. We hypothesise that they operate in 
the same direction, and so would not expect the 
effect of each to mask the others. We specifically 
address correlations between contracting cost and 
information effect variables by also fitting separate 
models for each category of variables (see Section 
6). The correlation between some of the informa- 
tion effect variables is significant, but this does not 
prevent many of these variables proving individ- 
ually significant in the tests reported later, though 
the level of significance of individual variables may 
therefore again be understated. 


6. Results 


The main results are shown in Table 5. The model 
has very good overall explanatory power as shown 
by its log-likelihood ratio (model chi-square), 
overall fit and goodness-of-fit statistic. Individual 
variables act generally in the directions hypothes- 
ised and a number of them are highly significant. 

Results for individual variables provide con- 
siderable support for contracting-cost effects. 
Binding highest level interaction gearing and 
management compensation contracting effects are 
in the directions hypothesised, GEARI(2) being 
positive and MCOMPI negative, and are highly 
significant. The binding interest cover contracting 
effect, INTCOVI(2) is not significant, although its 
sign is as predicted. Other, non-agency, contract- 
ing variables are of the hypothesised sign, except 
the consideration of Class 1 transactions, CLI, 
which has the opposite sign to that predicted, but 
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none are significant.’ Certain control variables are 
significant (INTCOV) or marginally significant 
(INTCOVI(1) and MCOMP). 

Four IE variables are also significant at the 5% 
level or better, and five have the predicted sign. 
BSZ, the belief that capitalisation and amortisa- 
tion would enable analysts better to assess the size 
of the company, is very highly significant. Signifi- 
cant at the 5% level are DRATE, the belief that 
capitalisation and amortisation leads to analysts 
down-rating the company, INTCADYV, the belief 
that the practice of immediate write-off to reserves 
gives UK companies an international competitive 
advantage, and DCOMP, the belief that the 
method of goodwill accounting distorts compari- 
sons between companies that have grown by 
acquisition and those which have grown by inter- 
nal means. 

Sensitivity analysis included fitting a model 
where gearing and interest cover levels were 
measured as continuous variables consistent, as 
discussed earlier, with previous studies: other 
sensitivity analyses on the model were conducted 
as follows: 

i) Measuring the tightness of debt covenant re- 
strictions both in terms of population medians and 
industry quartiles.* 

u) Fitting models with debt covenant restrictions 
based on gearing variables only, and then with in- 
terest cover variables only. 

ili) Fitting models based on contracting varia- 
bles only and information effect variables only, for 
each of the sensitivity runs in i) and ii). 

v) Restricting contracting and information effect 
only models to the same cases as the main model. 

iv) Remeasuring the dependent variable PREF 
using different groupings of the six goodwill ac- 
counting alternatives given in the ASB’s 1993 DP.? 


7One reviewer has pointed out that our results for the US- 
quote variable, USQ, may have been contaminated to a certain 
extent by our survey questions not distinguishing between a full 
US quotation and where company securities are traded as 
American Depository Receipts. With hindsight it would have 
been better to distinguish these. We address this ambiguity by 
instead re-running the model using a variable based on another 
survey question, whether the company produces a reconcilia- 
tion to US GAAP, such as the SEC form 20-F. This use of the 
redefined variable produces a similar result to that reported, 
indicating that not distinguishing between the two types of US 
listing is unlikely to have affected the results. 

This was to capture any tendency for lenders to set the val- 
ues of individual covenants to industry levels (even though they 
would also recognise individual company circumstances as 
well). This also addresses industry-specific accounting effects. 

e six alternatives are given in footnote 1. Differentiating 
capitalisation (alternatives i, ii and iii) and immediate write-off 
approaches (alternatives iv, v and vi), as in our main tests, is 
undeniably best for capturing balance sheet effects. It also cap- 
tures income statement effects to a large extent, since alterna- 
tives i, ii and iii all have income statement effects. However, 
case vi also has some income statement effect. Therefore the 
second specification used differentiated alternatives i, ii, iii and 
vi from alternatives iv and v (which have no income statement 
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Table 5 


Results of logistic regression of company preference for desired ASB goodwill treatment (1 = capitalisation, 
0 =immediate write-off) against contracting and information effect variables 


Model: 


PREF =8,t+8, GEAR+B, GEARI(1)+B, GEARI(2)+8, INTCOV+B, INTCOVI(1)+B, INTCOVI(2)+ 
B, MCOMP-+B, MCOMPI+8, USQ+8,, CL1+B,, UTIL+8,, LOGSALES+$,, BSZ+B,, DRATE+B,, LRISK+ 


Bs INTCADV+8,, WGEAR+8,, DCOMP+E $, IND, 


> 


Variable name Hypothesised coefficient sign Coefficient Significance level 
Intercept — 5.734 (0.525) 
GEAR — 2.760 (0.571) 
GEARI(1) — 0.104 (0.984) 
GEARI(2) 8.375 (0.003)*** 
INTCOV 3.926 (0.028)** 
INTCOVI(1) — 4.057 (0.065)* 
INTCOVI(2) = — 9.009 (0.499) 
MCOMP 2.746 (0.086)* 
MCOMPI = — 4,445 (0.010)*** 
USQ + 0.976 (0.286) 
CLI + — 0.786 (0.212) 
UTIL — 2.423 (0.391) 
LOGSALES + 0.224 (0.292) 
BSZ + 7.158 (0.000)*** 
DRATE =s — 2.461 (0.037)** 
LRISK + 1.970 (0.150) 
INTCADV = — 2.200 (0.025)** 
WGEAR + — 1.965 (0.101) 
DCOMP + 1.729 (0.050)** 
IND all neg (0.456) 
No. of cases 148 

Overail fit 92.57% 

(% of correct classifications) 

Model y? 111.605 (0.000)*** 
df 29 

Goodness-of-fit 83.394 


Figures provided for each variable are the regression coefficient and the p value (*significant at 10% level, 
**significant at 5% level, ***significant at 1% level). Where hypothesised coefficient signs are given, the p 
value for such directional hypothesis is for one-tailed test: otherwise tests are two-tailed. 


Variations in the results of the analyses are 
greatly outweighed by their common features. The 
effect of measuring gearing and interest cover as 
continuous variables hardly changes the overall 
model fit. Contracting cost effects in this model are 
very similar to the main model, except that the 
management compensation variable is significant 
at the 5% rather than the 1% level. IE effect var- 
iables in the continuous model are more highly 
significant than contracting cost variables. 

In nearly all the sensitivity analyses the binding 
rolling GAAP gearing restriction variable is highly 


effect). An even better specification of major income statement 
effects might have been to differentiate alternatives ii and Hi 
from the rest, but the smaller number of cases in these cate- 
gories results in a loss of test power. To the extent that there 
is any mis-specification, our results for variables defined in in- 
come statement terms will be too conservative. 


significant in the hypothesised direction, while the 
binding rolling GAAP management compensation 
variable has the predicted sign in all sensitivity 
tests and is significant at the 5% level in the great 
majority of runs. The binding rolling GAAP in- 
terest cover variable is rarely significant. Although 
as expected, the explanatory power of the median- 
based model is lower, it is one of only two to in- 
dicate any statistical significance for this variable. 
It also shows lower significance for some informa- 
tion effect variables, but BSZ retains its pre-emi- 
nence. In the industry-based quartile model, the 
binding rolling GAAP gearing restriction variable 
is less significant than in all the other runs. 
When interest cover variables are run without 
gearing variables, the model x? falls, which con- 
firms our impression that management preferences 
were not greatly driven by interest cover contract- 
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ing cost variables. Whether a company is in the 
utilities sector is generally not significant, giving 
only very weak support to the political costs hypo- 
thesis. Contracting cost-only models have less ex- 
planatory power than information effects only 
models, and tend not to have a significant fit, 
whereas the latter are all highly significant. Shifts 
in coefficients between partial models and the main 
model suggest, as might be expected, omitted 
variables. 

Restricting the overall models to the same cases 
produces no major changes. Changing the defini- 
tional groupings for the dependent variable results 
in lower significance for the binding rolling GAAP 
gearing variable and higher significance for the 
rolling GAAP management compensation vari- 
able, as might be expected, while the main 
information effect variables continued to be 
significant. 

The overall results of the sensitivity analysis 
therefore suggest a high level of robustness of the 
model to alternative specifications. 


7. Summary and conclusions 


Our study examines empirically factors influencing 
UK corporate managements’ preferences for 


goodwill accounting. In so doing, it utilises the . 


window of opportunity that arose in 1994 when 
the UK Accounting Standards Board was unde- 
cided on the issue and was canvassing constituents 
on how it should proceed towards the develop- 
ment of a standard. The study is novel in that it 
combines financial data derived from a commer- 
cial database with survey data to specify contract- 
ing cost hypotheses more precisely than in previ- 
ous studies. We use interaction variables more 
exactly to specify binding factors likely to influ- 
ence management. Our study is also novel in ex- 
amining non-contracting factors reflecting 
management’s beliefs about market perceptions of 
their companies. 

Our results indicate that management’s prefer- 
ences for accounting for goodwill were influenced 
by factors consistent with a contracting cost 
framework. Both binding gearing-based debt cov- 
enant restrictions and profit-based management 
compensation schemes were found to be significant 
in the direction hypothesised, but interest cover- 
based covenant restrictions much less so. 

In addition, our results show that corporate 
managements’ goodwill accounting preferences are 
also influenced to a great extent by their beliefs 
about how the stock market (represented by finan- 
cial analysts) would respond to the financial state- 
ment impact of changes in standards. The most 
significant IE variables relate to management’s be- 
lief that capitalisation of goodwill would allow an- 
alysts better to assess the size of their company; 
that analysts would downgrade their rating if their 
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company’s profits were lower due to enforced 
goodwill amortisation; that immediate write-off 
methods gives UK companies an advantage in 
international take-over contests; and that imme- © 
diate write-off causes difficulties for analysts when 
compairing companies that grew organically and 
those that grew by acquisition. However, the im- 
pacts of these last three are not as strong as that 
relating to beliefs about the assessment of size. 
This particular variable could be interpreted in a ` 
number of ways: 

ein terms of managements having ‘omitted asset’ 
concerns, believing that the absence of goodwill 
from their balance sheet gives a false view of the 
company and possibly that it is ‘better’ accounting 
to include it; 

ein functional fixation terms, that management 
wished the company to be seen as a larger com- 
pany; or 

ein ‘market’ terms, that management intuited 
what has been found in US empirical studies (see 
footnote 2) that there is correlation between re- 
ported balance sheet goodwill and market values. 
Overall, our sensitivity analyses indicate that our 
results are robust to differing model specifications. 

Two of the novel features of our study are show- 
ing the importance of utilising high-level interac- 
tion terms in modelling contracting cost variables, 
and of defining bindingness more rigorously, e.g. 
using quartiles rather than medians. We feel that 
a similar approach could also usefully be applied 
to similar empirical studies in other areas of ac- 
counting. Further research is needed on a number 
of issues: into modelling more explicitly the costs 
of covenant breaches, the relative magnitudes of 
different types of contracting costs, and on gaining 
a better understanding of the sources and develop- 
ment of management beliefs. 

Our work also has policy implications. It indi- 
cates that the ASB needs to take account of pot- 
ential contracting costs imposed on companies by 
changes in accounting standards. The Board 
should also be sensitive to managements’ concerns 
about how such changes will affect the way that 
the market perceives their companies. Failure suf- 
ficiently to appreciate the perceived importance of 
both issues may result in unwelcome adverse re- 
action to proposed changes and lobbying against 
them. The factors we find driving preparers’ think- 
ing are relevant as a starting point for its deliber- 
ations on future accounting issues. 

In arriving at these conclusions, the usual ca- 
veats about using survey data should be noted, 
though such an approach was the only way to col- 
lect important non-publicly available data. 
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Motives underlying the method of payment 
by UK acquirers: the influence of goodwill 


Alan Gregory* 


Abstract-—The treatment of goodwill in the UK has been the subject of a recent contentious Financial Reporting 
Standard, FRS 10. It is shown that goodwill write-off considerations appear to have an influence on the form of 
payment used in the acquisition, and that this influence is associated with the relative portion of the acquirer’s net 
worth which is available for write-offs and the ratio of goodwill to target asset value. These findings are robust to 
controlling for factors shown to have influenced the choice of acquisition financing by Martin (1996), and to 
additional controis for any over-valuation of equity. The result that the accounting treatment of goodwill is asso- 
ciated with the financing decision in an acquisition is one that may have important policy implications for UK 


accounting. 


1. Introduction 


Recent studies of the performance of acquiring 
firms in both the US and the UK show a consistent 
pattern of poor long-run post-acquisition perform- 
ance. In the US, Agrawal, Jaffe and Mandelker 
(1992) show significant post-merger cumulative ab- 
normal returns (CARs) of —7.38% after three 
years, and — 10.26% after five years.! In the UK, 
research in recent years has included that by Lim- 
mack (1991), Sudarsanam, Holl and Salami (1996) 
and Gregory (1997). All of these papers report 
negative acquirer performance. An exception to 
this general finding is that of Higson and Elliott 
(1998), who report insignificant abnormal returns 
of — 1.14% after 24 months and +0.83% after 36 
months. Gregory (1997) examines the sensitivity of 
the conclusions drawn by these studies to the 
benchmark and returns accumulation method 
used. The results from all of the models are that 


*The author is at the University of Exeter. He would like to 
thank INQUIRE for their support of this project, and Liz 
Webber of the University of Exeter for her excellent research 
assistance in collecting the data. He is grateful to David Gwil- 
liam, Ken Peasnell and an anonymous referee for helpful com- 
ments on preliminary versions of the paper. The paper has also 
benefited from the comments of participants at seminars at the 
Department of Economics, University of Exeter, and the De- 
partment of Accounting & Finance at Lancaster University. 
Correspondence should be addressed to Professor Gregory at 
the School] of Business and Economics, University of Exeter, 
Amory Building, Rennes Drive, Exeter EX4 4PU. E-mail: 
a.gregory@exeter.ac.uk 
This paper was accepted for publication in October 1999. 

! Agrawal et al. show that the contrary finding of no signifi- 
cant abnormal performance by Franks, Harris and Titman 
(1991) is specific to the time period of that study. 


the two-year post-takeover performance of acquir- 
ers is significantly negative.? 

The literature that investigates the impact of fac- 
tors on long-run post-bid returns seems unani- 
mous in finding equity financing acquirers perform 
significantly worse than acquirers who use cash or 
mixed consideration (Agrawal et al., 1992; Greg- 
ory, 1997; Loughran and Vijh, 1997). This natu- 
rally leads to an interesting research question. If 
acquirers who purchase targets through equity 
have systematically poorer returns than cash ac- 
quirers, what motivates acquirers to use this 
method of financing? 

The focus in this paper is the role that account- 
ing considerations may have in the determination 
of acquisition financing. Goodwill is an issue of 
particular interest, given the controversy sur- 
rounding attempts to reform SSAP 22. The. Ac- 
counting Standards Board recéntly introduced a 
new Financial Reporting Standard (FRS 10), 
which will force a change in the way in which the 
majority of UK companies account for goodwill 
arising on takeover (Higson, 1998). This is the cul- 
mination of a project that the Accounting Stan- 
dards Committee started in the late 1980s (ASB, 
1997: 46). Previous attempts to change the provi- 
sions of SSAP 22 have met with considerable criti- 


2 Any study of long-run abnormal returns must address the 
possibility of bias in the computation of abnormal returns and 
their associated test statistics. However, Kothari and Warner 
(1997) show that when abnormal performance is negative, us- 
ing APIs is likely to lead to under rejection of the null hypo- 
thesis. Thus bias is extremely unlikely to explain the general 
conclusions on post-takeover performance drawn by Limmack 
(1991), Kennedy and Limmack (1996) and Gregory (1997), all 
of which report results using APIs. API returns are biased by 
being positively skewed: CARs exhibit less skewness, although 
use of CARs can lead to over-rejection of the null. 
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cism (ASB, 1997: 48-49; Higson, 1998: 142). Even 
the current FRS contains a dissenting view (ASB, 
1997: 70-74). The ASB clearly takes the view that 
the previous SSAP 22 provisions could mislead 
users of accounting information and that there is 
a clear need for reform (ASB, 1997: 47-50). Given 
that the debate surrounding this reform has gone 
on for nearly a decade, it seems pertinent to ex- 
amine whether or not there have been any measur- 
able economic consequences associated with the 
SSAP 22 rules. It is important to recognise that 
these UK accounting rules, which applied during 
the period of this study, allowed companies con- 
siderable flexibility in managing their post-acquisi- 
tion reported earnings (Higson, 1998). It is reason- 
able to suppose that acquiring management would 
value such flexibility, and that, as such, goodwill 
write-off considerations may be capable of influ- 
encing the consideration offered in a takeover. 

Two previous UK studies have documented a 
. relationship between goodwill write-off and the 
propensity to use equity financing (Higson, 1990; 
Salami and Sudarsanam, 1996). The demonstra- 
tion of such a relationship is insufficient to justify 
the conclusion, that goodwill write-off considera- 
tions influence the form of financing in an acquisi- 
tion per se. Besides the usual econometric problem 
of inferring causality from a regression, which af- 
fects this paper equally, there is the central diffi- 
culty that goodwill write-off capability is a func- 
tion of several factors. The exact functional 
relationships depend upon how ‘goodwill write-off 
capability’ is defined, but as a minimum these fac- 
tors will include some variable that reflects the 
relative size of acquirer and target. Thus it is 
` possible that showing an apparent relationship be- 
tween goodwill write-off capability and financing 
choice may merely be a manifestation of relative 
size being an influence upon financing. Such an 
association between relative size and the use of eq- 
uity financing would be expected under a risk- 
sharing theory of financing choice (Hansen, 1987; 
Martin, 1996). | 

Accounting considerations might also be capa- 
ble of influencing corporate behaviour m other 
ways. Anecdotal evidence suggests that earnings 
dilution still remains an issue in takeovers. Al- 
though sound theoretical arguments can be given 
for the irrelevance of earnings dilution, as Cooke 
(1986: 135) notes, price/earnings (PE) ratios ‘re- 
main an important influence on takeovers’. Earn- 
ings dilution is more likely to be an issue in an 
equity-financed takeover, and dilution might, 
therefore, be capable of influencing acquisition 
financing. 

In order to investigate the importance of ac- 
counting considerations in the financing of UK 
takeovers, this paper firstly reviews the literature 
on financing choice. Second, formal hypotheses 
concerning the choice of financing method are set 
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out and the determinants of financing are investi- 
gated. Finally, the findings and possible policy im- 
plications are summarised. 


2. Previous literature 


Previous investigations of factors influencing the 
choice of financing method in the US mclude Han- - 
sen (1987), Fishman (1989), Eckbo, Giammarino 
and Heinkel (1990) and Martin (1996). Martin’s 
empirical study is the most recent of these, devel- 
oping hypotheses from theories of financing struc- 
ture and incorporating the conclusions of earlier 
papers. In the UK, the only work in this area has 
been by Higson (1990) and Salami and Sudar- 
sanam (1996). Higson (1990) shows that the ratio 
of goodwill to bidder’s net worth is positively re- 
lated to the likelihood of an equity offer. He also 
finds that the bidder’s excess return over the two 
quarters. prior to the bid is positively related to the 
probability of the consideration being in the form 
of shares, while the ratio of cash to total bidder 
assets is negatively related to the propensity to use 
equity. 

Salami and Sudarsanam (1996) show that bid- 
ders use more equity than expected in order to 
qualify for either merger accounting or acquisition 
accounting with merger relief, and that one of the 
determinants of accounting policy in takeovers is 
the size of the goodwill arising from the acquisi- 
tion. These findings may well have important pol- 
icy implications for UK accounting. However, 
there are difficulties with the way goodwill is 
treated in both of these papers. Both papers use 
goodwill as a proportion of the bidder’s net assets 
as the proxy for the capability of writing off good- 
will. Salami and Sudarsanam (1996) also use the 
log of the ratio of the bidder’s revenue reserves to 
acquisition cost minus the book value of the tar- 
get, but only when investigating whether goodwill 
is written off to the merger reserve or the revenue 
reserve. The concern in this paper is whether or 
not goodwill write-off considerations are capable 
of influencing the choice of financing method used 
in the acquisition. It is therefore imperative that 
the proxy for goodwill write-off avoids possible 
distortions caused either by the presence of nega- 
tive goodwill, or by the case where the bidder has 
negative reserves or book value of equity. 

Furthermore, as noted above, merely showing 
that goodwill write-offs are associated with the 
form of financing does not necessarily indicate that 
it is the associated accounting practice that is in- 
fluencing the consideration used. It is perfectly 
possible that goodwill write-off could be proxying 
for the bid premium, or the relative size of the 
target compared to the acquirer. If the practice of 
writing-off goodwill really does influence the 
choice of financing method, then we should expect 
that breaking down the goodwill write-off into its 
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component parts (following Higson, 1998) would 
reveal that either the goodwill to asset ratio of the 
target or the portion of acquirer net worth avail- 
able for write-off are associated with financing 
choice. 

For the period of this study, the relevant ac- 
counting treatments of goodwill were determined 
(post-1 January 1985) by SSAP 22, SSAP 23 and 
the Companies Acts, 1981, 1985. In the UK, good- 
will arises when acquisition accounting is used. 
SSAP 22 required that goodwill should normally 
be eliminated by immediate write-off to reserves, 
although para. 41 allowed the alternative of capi- 
talisation and amortisation. Acquisition account- 
ing (the ‘purchase’ method in US terms) had to be 
used when the conditions laid down by SSAP 23 
for merger accounting (or ‘pooling’ in US terms) 
were not met; broadly, these required a 90% 
acceptance of the offer, that 90% of the fair value 
of the amount paid had to be in the form of equity, 
and that the pre-bid shareholding of the acquirer 
had to have been less than 20% at the time of the 
offer. However, as Sudarsanam (1995: 172) 
shows, merger accounting is not widely used by 
acquirers in cases where it could be. The preferred 
method in these cases appears to be acquisition 
accounting with merger relief. The Companies Act 
1985 (s.131) allows relief from having to account 
for share premiums on issues for the purposes of 
acquisitions, something otherwise required by 
s.130(1) where shares are issued for consideration 
in excess of nominal values. Merger relief involves 
the difference between nominal value and fair 
value of the equity offered for the target being 
credited to a merger reserve (instead of a share 
premium account);* under SSAP 22 the merger re- 
serve was then available for the write-off good- 
will. Furthermore, the use of acquisition account- 
ing requires the target’s assets to be re-stated at 
‘fair value’ and in practice this has allowed ac- 
quirers to be somewhat imaginative in their inter- 
pretation of the term (Smith, 1992). 

The final advantage of acquisition accounting, 
which has again been exploited in a creative fash- 
ion (Smith, 1992), is that SSAP 22 allowed the ac- 
quiring firm to provide for post-acquisition reor- 
ganisation costs. Smith (1992) provides the 
example of Coloroll’s acquisition of John 


3 Although it was apparently straightforward to circumvent 
this by selling any excess holding to a third party, and buying 
back that proportion after the offer had been made (Davies, 
Paterson and Wilson, 1994: 218). 

4 Davies et al. (1994: 246) note that there is some debate as 
to whether merger relief is actually compulsory. 

For a review and discussion of accounting for takeovers 
and mergers see Arnold et al. (1993), 

6 FRS 7, effective for accounting periods commencing from 
23 December 1994, prevents the use of provisions for future 
reorganisation costs and losses being included as costs of the 
acquisition. 
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Crowther,’ where the total goodwill written off, 
after allowing for re-statement of the target’s as- 
sets to ‘fair value’ and making provision for future 
cost provisions, actually exceeded the consider- 
ation paid for the company. The treatment of 
goodwill during the period of this study (now su- 
perseded by FRS 10) was at odds with both IAS 
22 and the US treatment (APB Opinion No. 17, 
1970). A strong theoretical case can also be made 
against allowing the immediate write-off of good- 
will to reserves, on the grounds of profit distortion 
and possible bias against real investment in the 
economy (Arnold et al., 1993). Generally, the pre- 
ferred treatment internationally is capitalisation 
followed by amortisation. 

From an efficient markets perspective, the ac- 
counting treatment of an acquisition should make 
no difference to market perceptions of the ac- 
quirer, provided full disclosure of the relevant 
numbers is given. Neither should the accounting 
treatment of goodwill have any influence upon the 
consideration offered. In principle, goodwill can 
be ‘written off’ whether or not there is any reserve 
against which to charge it. It can simply be carried 
as a debit balance within equity (see Davies et al., 
1994; 292-9: an example of this treatment is Guin- 
ness (1993 Annual Report-and Accounts)). This 
ability to write off goodwill in any event gives rise 
to the null hypothesis to be examined here. How- 
ever, anecdotal claims can be found that the treat- 
ment of goodwill can affect the consideration 
method and price paid, with complaints sometimes 
arising that UK firms have an unfair advantage 
over their US counterparts when bidding for 
American targets (see Higson, 1990: 12-13). 
Furthermore, write-offs to a negative goodwill re- 
serve, and write-offs through the medium of a 
merger reserve, have very different implications for 
the apparent gearing ratio of the company.’ This 
may also have consequential effects on any debt 
covenants the company has. | 

From an accounting perspective, it is also 
possible that the focus of investment analysts on 
price-earnings ‘valuation methods (Arnold and 
Moizer, 1984; Day, 1986) may imply a concern 
with the impact of the takeover on PE ratios 
(Cooke et al., 1994). In the case of equity-financed 
acquisitions, it may therefore be the case that earn- 
ings dilution is an important consideration, and 
this is tested for in this paper. The only evidence 
presented on this matter for the UK is in Cooke 
et al. (1994, p.142), where it was found that the 


? This particular acquisition is included in the sample used 
in this paper. 

8 However, there are other methods for dealing with goodwill 
arising on an acquisition, including re-classifying goodwill as 
brand values and adjusting fair values to minimise goodwill, 
within the constraint of providing a ‘true and fair’ view of the 
company’s affairs. 
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PE ratio the acquirer pays for the target is higher 
than that of the acquirer itself, on average (18.9 as 
opposed to 16.7). However, that study was mainly 
concerned with the Investigation of exchange ra- 
tios in mergers, and no tests were carried out on 
non-equity-financed takeovers. 

While, in an efficient markets sense, the ac- 
counting considerations referred to above can be 
viewed as ‘irrational’ possible determinants of the 
method of payment for the target company, the 
findings of Martin (1996) suggest that a number 
of ‘rational’ factors may be of importance. First, 
drawing upon the models of Myers and Majluf 
(1984) and Jung, Kim and Stulz (1995) which ar- 
gue that, because of the extra discretion it confers, 
managers with growth objectives prefer to raise eq- 
uity rather than debt,’ he hypothesises that the 
firm’s investment opportunities determine the fi- 
nancing of the acquisition. 

Second, based upon the theoretical work of 
Hansen (1987), Martin examines the risk-sharing 
hypothesis, the argument being that the greater the 
uncertainty over the valuation of the target, the 
higher the probability that the bidder will pay in 
equity to force the target shareholders to take on 
some of the risks of over-paying. 

Third, given Myers’ (1984) pecking order theory 
of financing, with the claimed preference for inter- 
nal financing, and Jensen’s (1986) free cash flow 
hypothesis, Martin examines whether the ac- 
quirer’s ability to pay for the target matters (the 
‘cash availability hypothesis’). US legislative re- 
quirements mean that equity offers are less speedy 
than cash offers, rendering cash as the main 
method of financing hostile offers (Martin, 1996: 
1233). Although Martin finds bid hostility to be 
an important determinant of financing method in 
the US, the same barriers to hostile equity offers 
do not exist in the UK, and there is less reason to 
expect hostile offers to be cash offers. Finally, 
Martin draws on the findings of earlier research 
by Marsh (1982) and Choe, Masulis, and Nanda 
(1993) on equity and debt issues to suggest that 
the business cycle may be expected to influence the 
financing choice for the acquisition. 


3. The motives underlying the choice of 
consideration 


3.1. Hypothesis development 

The hypotheses to be tested result from both an- 
ecdotal evidénce on the influence of goodwill, and 
the findings of Higson (1990) and Salami and Su- 
darsanam (1996) that goodwill write-offs influence 
the choice of financing method in acquisitions. If 


9 However, the recent finding of substantial under-perform- 
ance of seasoned equity offerings by Loughran and Ritter 
(1995) raises the alternative possibility that over-valued firms 
raise equity. 
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accounting considerations are relevant to the 
choice of consideration offered, it would be ex- 
pected that goodwill write-off problems increase 
the probability of an equity offer: 


H1: Acquirers facing large goodwill write-offs will 
be more likely to finance acquisitions with 
equity rather than cash. 


As in Salami and Sudarsanam (1996), goodwill 
is proxied by taking the bid value minus the tar- 
get’s net assets. Higson (1990) and Salami and Su- 
darsanam (1996) divide goodwill by the acquirer’s 
net assets.!° The relevant reserves normally avail- 
able for goodwill write-off are the revenue re- 
serves, but in forming a proxy variable for the abil- 
ity of a bidder to write-off goodwill, one problem 
which arises is that of acquirers with negative re- 
serves. The implication of this is that dividing 
goodwill by reserves would result in a variable that 
is not continuous through zero, although this is 
easily solved by simply dividing reserves by good- 
will! to give the variable GWIL. Thus increasing 
values of GWIL represent cases with declining lev- 
els of difficulty in writing off goodwill. Where 
goodwill is negative (17 cases), GWIL is set to zero 
and a dummy variable, NEGGWIL, is equal to 
one. Thus the hypothesised sign on both GWIL 
and NEGGWIL is negative. 

A problem can arise with the interpretation of 
results that show proxies for goodwill write-off to 
be significantly associated with financing choice. 
Given that reserves are being divided by goodwill 
paid, the goodwill write-off proxy, GWIL, will 
tend to be negatively correlated with the size of 
the acquirer relative to that of the target. Further- 
more, given that goodwill is a function of the pre- 
mium paid for the target, the goodwill write-off 
problem may simply be reflecting the degrée of any 
over-payment for the target. If managements are 
more likely to use equity financing wken they sus- 
pect they are paying too much for the target, then 
it is not sufficient to show that GWIL is signifi- 
cantly associated with the form of consideration 
given. Higson (1998: 143) shows that goodwill to 
acquirer’s net worth can be decomposed into three 
elements: goodwill (G) to value of the target (VT); 
value of target to value of acquirer (VA); and the 
value of the acquirer to the acquirer's net worth 


(ANW) 
GIANW = G/VT x VT/VA x VA/ANW (1) 


10 Salami and Sudarsanam (1996, Table 2) actually use two 
different goodwill varizbles for differing aspeczs of their ana- 
lysis. The definition here refers to their variable GWILL. 

11 Salami and Sudarsanam (1996) use this approach later in 
their analysis, but only when investigating whether goodwill is 
written off to a merger or revenue reserve. 
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Taking the inverse of Higson’s expression (1) (Hig- 
son 1998: 143) and replacing acquirer’s net worth 
with acquirer’s revenue reserves (RES) so that the 
term on the left hand side is GWIL, we have: 


GWIL = RES/G = VT/G x VA/VT 
x RES/VA (2) 


Replacing VT in the first term of the RHS of 
(2) with target net assets (TNA) multiplied by the 
target’s market-to-book ratio (MBT), and VA in 
the third term of the RHS of (2) with acquirer’s 
net assets (ANA) multiplied by the acquirer’s mar- 
ket-to-book ratio (MBA) and re-arranging, we 
have: 


GWIL = RES/G = TNA/G x VA/VT x 
RES/ANA x MBT/MBA 
(3) 


As a linear relationship between these variables 
is necessary to run any regression, a logarithmic 
transformation is used on the data, where 
TASSGWIL is the natural logarithm of TNA/G, 
VAVT is the log of (VA/VT), RESASS is the log 
of (RES/ANA) and COMP@ is the log of MBT/ 
MBA: 


LNGWIL = TASSGWIL + VAVT + RESASS 
+ COMPQ (4) 


If goodwill write-off really is influencing financ- 
ing, as opposed to the result being driven merely 
by relative values, then any regression run using 
these terms as RHS variables should result in 
RESASS and possibly TASSGWIL being signifi- 
cant.!2. If only VAVT and COMPO is significant, 
then the conclusion is that any apparent signifi- 
cance of goodwill write-off is merely a manifesta- 
tion of GWIL being a proxy for relative value, or 
risk-sharing (Martin, 1996).13 This gives rise to the 
second hypothesis: 


H2: Acquirers will be more likely to finance 
acquisitions with equity rather than cash when: 
goodwill is a higher portion of target assets 
(TASSGWIL is lower) andlor: reserves are a 
lower portion of acquirer's net assets 
(RESASS is lower). 


Lastly, following anecdotal and reported claims 
on the importance of relative PE ratios (Cooke, 
1986: 135), earnings dilution concerns might be ex- 
pected to increase the probability of a cash offer. 
Thus we have a further hypothesis: 


12 If only TASSGWIL was significant, it could be argued that 
if high goodwill was a proxy for over-payment, a significant 
association between the variable and the propensity to issue 


_ equity was merely evidence that acquirers finance with equity 


if they believe they may be over-paying. 

13 Martin (1996) uses the relative q ratios of bidder and target 
as a further proxy for risk-sharing. Relative g is approximated 
by relative market-to-book ratios here. 
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H3: Acquirers will be more likely to finance 
acquisitions with equity rather than cash when 
no earnings dilution is involved. 


The extent of any earnings dilution is taken into 
account by dividing the PE multiple of the ac- 
quirer by the PE multiple paid for the target, as 
implied by the bid price. The target’s PE figures. 
are taken from AMDATA, whilst that of the bid- 
der is the PE ratio from Datastream for the month 
end previous to the bid announcement. This 
relative ratio of the PE ratios, RELPER, has a 
positive hypothesised sign (increasing values im- 
plying declining dilution of earnings). 

Having set out the main accounting hypotheses 
to be tested, it is necessary to control for other 
factors shown to have influenced the form of 
acquisition consideration in other studies. Martin 
(1996) notes that the Myers (1977) analysis sug- 
gests that managers base target debt ratios on ex- 
isting assets rather than investment opportunities. 
This leads to the hypothesis that firms with a 
greater proportion of their market value repre- 
sented by growth opportunities will be more in- 
clined to raise finance through equity than debt. 
Further weight is lent to this hypothesis by the 
arguments of Jung, Kim and Stulz (1995), who 
claim that equity financing will be preferred by 
firms with good growth prospects (because equity 
offers greater discretion), while debt will be pre- 
ferred by firms with poor opportunities (because 
discipline over the wasteful investment of free cash 
flows is forced on management). 

Martin (1996) draws on these models to develop 
the hypothesis that acquirers with superior growth 
opportunities will be more likely to finance acqui- 
sitions with equity rather than cash. Martin (1996) 
measures growth opportunities using sales growth 
over the previous five years, the performance 
(CAR) of the firm in the year before the bid, and 
the market-to-book ratio as a proxy for Tobin’s q. 
One problem with both of these measures used to 
proxy growth opportunities is that they are capa- 
ble of two interpretations. In an efficient markets 
context, the interpretation is as assumed by Martin 
(1996). However, given the evidence on post- 
merger performance 1s inconsistent with market ef- 
ficiency, in the context of work by Lakonishok, 
Schleifer and Vishny (1994), these parameters 
could serve to identify over-valued ‘glamour’ 
stocks. 

Thus, if the two variables proxying for growth 
opportunities were significant, an alternative inter- 
pretation of the results is that over-valued acquir- 
ers use equity financing to take advantage of mar- 
ket mis-pricing. Pre-bid abnormal returns and the 
acquirer’s q ratio will only be reliable indicators of 
growth opportunities if prices represent the present 
value of future cash flows plus the value of any 
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embedded real options. Nonetheless, an estimate 
of q Is made here. This is made using an approach 
similar to that employed In some of the “share- 
holder value’ models that estimate a cash flow rate 
of return on inflation-adjusted assets (Madden, 
1996). This approximation of Tobin’s q is derived 
by adjusting the non-property assets of the ac- 
quirer for the effects of estimated inflation. This 
estimation is arrived at by dividing the accumu- 
lated depreciation on these assets in the financial 
year ended at least three months before the bid by 
the depreciation provided in the year to give a 
proxy for the average age of the assets. The non- 
property net book value of the assets is then multi- 
plied by one plus the average inflation rate during 
the period of the study compounded by the esti- 
mated average age of the assets. This estimate is 
the variable BIDQ." 

An alternative measure of profitable growth 
opportunities is the return on capital employed 
(ROCE). Although a far from perfect measure, 
and one which has been used as a proxy for alter- 
native characteristics in other studies, accounting 
rate of return has assumed more prominence re- 
cently because of its association with the eco- 
nomic-profit-based ‘shareholder value’ models 
(Basically developments of the Peasnell (1982) 
model).!> For that reason, the three year average 
ROCE, ROCE, is used as an alternative proxy for 
profitable growth opportunities in this paper.’ 

Higson (1990) shows that pre-bid returns can 
influence the form of payment. Two interpreta- 
tions of this are possible. One is the proxy for 
growth opportunities employed by Martin (1996). 
The other is a simple over-valuation explanation. 
In either case, the expectation is that pre-bid 
performance will be positively associated with the 
propensity to use equity financing. Given the prob- 
lems with the CAR methodology noted in the re- 
cent literature (Kothari and Warner, 1997; Lyon 
et al., 1999), an adjusted Jensen alpha measure is 
used as the estimate of pre-bid returns here. Two 
alternative models for the return-generated process 
are employed; one a CAPM extended for size ef- 
fects using the Hoare-Govett index of smaller 
company returns, and the second the Fama- 
French ‘three factor’ model. These adjusted Jensen 
alphas are denoted HGPREA and FFPREA 
respectively, and they are estimated by running re- 


14 Results are not materially affected if the market-to-book 
ratio is used instead of BIDQ. 

15 In some economic profit models, aceéunting adjustments 
are made in calculating the asset base. An alternative measure 
of rate of return was constructed by using asset values at an 
approximated replacement cost (see above), but as the results 
were not significantly different from those obtained by using 
ROCE, they are not reported here. 

é The results are not sensitive to the use of latest ROCE 
ae than the three-year average. 
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gressions for the 36 months ending six months 
prior to bid announcement.!’ 

Other control variables used here reflect the risk 
sharing, pecking order, free cash flow, cash avail- 
ability, economic cycle and bid hostikty hypothe- 
ses developed in Martin (1996), which draws on 
research by Hansen (1987), Myers (1984), Jensen 
(1986) and Choe, Masulis and Nanda (1993). To 
reflect risk sharing, the measures used in this study 
for absolute and relative value are the log of the 
value of the bid (LOGBID) recorded by AM- 
DATA, and RVALUE, the value of the target di- 
vided by the value of the acquirer plus the value 
of the target. In the context of risk staring, Greg- 
ory (1997) notes that there is some w2ak evidence 
to suggest that experienced bidders (that is bidders 
who have undertaken more than one acquisition 
during the 1984-92 period) may perform better 
than inexperienced bidders, post takeover. Given 
that experienced bidders may face reduced risks 
from over-valuation, they may have less need to 
share risks by undertaking equity offers. This is 
tested by including the dummy variable BIDEXP, 
the expected sign on the coefficient being negative. 
In addition, information asymmetry may be 
greater in the case of a conglomerate bid.!® This is 
controlled for by including a dummy variable, 
CONG, for conglomerate bids (defined as being 
bids where the two-digit SIC code of bidder and 
target differ). 

Cash availability is proxied by the amount of 
cash and marketable securities on the balance 
sheet of the acquirer, divided by the amount paid 
for the target (CASHVAL). In adcition to the 
CASHVAL variable, the acquirer’s average gear- 
ing ratio over the past three years is measured by 
the ratio of debt to capital employed (GEAR). 
While cash relative to the price of the target is 
likely to influence the form of financing, the free 
cash flow hypothesis of Jensen (1986) also suggests 
that absolute levels of cash may be important, so 
the percentage of cash and marketable securities 
to total assets is used as a further cortrol variable 
(CASHA). 


17 As an alternative, using the standardised CAR of the ac- 
quirer leads to lower significance of tbe returns-based variables 
in the logit regressions, but the significance of all other varia- 
bles is not materially affected. Explanatory power (as measured 
by the Maddala R-squared) is slightly higher when the alpha 
measures are used. 

18 I am grateful to an anonymous referee for this suggestion. 

19 Using capital employed rather than market capitalisation 
of equity as the denominator is consistent with the formulation 
of the test of the investment opportunities hypothesis, where it 
was argued that managers will be inclined to base target gear- 
ing ratios on assets owned rather than growth opportunities 
(Myers, 1977), As Martin (1996) notes, Smith and Watts (1992) 
provide empirical support for this. 

20 Martin uses the gearing ratio relative to an industry 
average. 
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The change in the FTASI for the 12 months 
prior to the bid (DMKT) is employed as the first 
business cycle variable. It might be expected that 
in times when the economic outlook, as proxied 
by this variable, is favourable and in times when 
the term structure premium (LONGSAT) is high, 
firms will be more likely to finance bids with equity 
rather than with cash. It also seems likely that the 
level of real interest rates In the economy will have 
some bearing upon the choice of financing 
method, and so a proxy for real interest rates is 
incorporated (REALTBR), this being the three- 
month Treasury Bill Rate deflated by the 12- 
month inflation (RPI) rate. Two direct measures 
of economic activity are used. The first, similar to 
Martin (1996), is the 12-month change in the UK. 
Long Leading Indicator (published by the Central 
Statistical Office), CUKLEAD. The second is the 
change in the previous quarters GDP (CGDP). 

Martin (1996) describes the conditions that 
make hostile takeovers difficult to finance via the 
medium of equity; as noted above, these problems 
do not affect hostile offerings in the UK. None- 
theless, as Martin notes, cash bids may in some 
ways be interpreted as more credible, partly be- 
cause there is less uncertainty about the value of 
the offer to target shareholders. This is controlled 
for by using a dummy variable, HOSTILE, set 
equal to one if AMDATA classifies the bid as 
hostile. 

Martin (1996) also investigates whether corpo- 
rate governance variables might influence the form 
of payment. He argues that directors’ shareholding 
may have a non-linear effect, with moderate hold- 
ings increasing the propensity to use cash, but high 
or low holdings leading to a position where direc- 
tors are likely to be unconcerned about dilution of 
control (p. 1,231). Martin (1996: 1,239) therefore 
uses a spline variable for directors’ control, with 
the first group being holdings in the range 0-5%, 
the second being 5% to 25% and the last being 
holdings greater than 25%. As the Stock Exchange 
Yearbook only reports shareholdings greater than 
5% for most of the sample period, in this analysis 
it is only possible to observe holdings of 5% or 
greater?! and so the directors’ control variable is 
limited to a two-spline segmentation. Assuming 
OFFDIR represents the percentage directors’ 
shareholding in the acquiring firm, following Mar- 
tin (1996) the variables are: OFFDIR5 = 0 if OFF- 
DIR<5%; OFFDIR5 = £OFFDIR-5 if 
5<%OFFDIR<25%; OFFDIRS5S = 20 if OFF- 
DIR225%; OFFDIR25 = 0 if OFFDIR<25%; 
and OFFDIR25 = OFFDIR — 25% if OFF- 
DIR>=25%. Again following Martin, institutional 
and non-institutional shareholdings are included 


21 Company accounts were not available for a large percent- 
age of the sample, and so the Steck Exchange Yearbook was 
the only viable alternative source. 
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as corporate governance variables. These varia- 
bles, INSTH and NONINSTH, are also from the 
Stock Exchange Yearbook and are the actual 
shareholdings in excess of 5%. 

Last, it is possible that managements use equity 
financing because either they know their firm’s 
shares are over-valued, or they realise that the 


price being paid for the target Is such that the firm 


will under-perform in the future. To control for 
this, further regressions are run using the post- 
takeover equivalent Jensen alpha from the two re- 
turns generating models used (HGPOSA and 
FFPOSA respectively). If management is able to 
predict the over-valuation/under-performance of 
the firm, and this motivates their choice of financ- 
ing, then this alpha value will be significant. If 
some form of management hubris prevails (Roll, 
1986), then the expectation is that the coefficient 
on this variable will not be significantly different 
from zero. 


4, Data and method 


4.1. Sample 

The sample analysed is the sample of all UK 
take-overs of listed domestic companies by UK 
ples between January 1984 and December 1992 
with a bid value recorded by the AMDATA/Ac- 
quisitions Monthly database of £10m or more. This 
cut-off was chosen to lessen any problems due to 
noise when large acquirers take over small targets. 
All returns data are from the London Business 
School Share Price Database, except for the 
Hoare-Govett figures, which were obtained direct 
from Hoare Govett. 

The recent event-study literature shows that the 
benchmark chosen can have an important impact 
on the conclusions drawn (e.g., Fama and French 
1996). It also seems clear that some form of size- 
control is required when calculating abnormal re- 
turns. When controlling for size, there 1s a choice 
to be made between a regression model and a sim- 
ple decile control or matched firms model. Similar 
arguments apply if market-to-book ratios are to 
be controlled for. A regression-based model is 
chosen here, partly because it enables the standar- 
dised prediction error method to be used (this is 
the test statistic found to be superior by Graham 
et al. [1996]), and partly because some preliminary 
evidence (Cable and Holland, 1996) strongly fa- 
vours regression-based models to simpler alterna- 
tives. The coefficients in the models are estimated 
on up to 36 months post-completion for post-take- 
over returns, and for months —42 to —7 pre- 
announcement for pre-takeover returns. In both 
cases, the minimum requirement is that 12 months’ 
returns be available to calculate regression para- 


2: For evidence on market-to-book effects in the UK, see 
Strong and Xu (1997). 
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meters. Given these data requirements, post-com- 
pletion returns can be estimated for 452 acquirers, 
and pre-completion returns can be estimated for 
436 acquirers; 426 acquirers can have both pre- 
and post-completion returns estimated for them. 

The tests conducted required additional 
information to be available from Datastream, AM- 
DATA, and the LBS returns tape. All accounting 
data are collected from Datastream (for the finan- 
cial year ended at least three months prior to the 
bid), while all information relating directly to the 
bid is from AMDATA figures. Market capitalisa- 
tions are from the LBS returns tape. For the over- 
all test of the model described below, all of the 
data requirements reduce the initial sample of 426 
acquisitions for which pre-acquisition returns were 
reported above to a final sample size of 311. Of 
the original sample, 72.7% were classified as equity 
financed, while in the reduced sample 227 are 
classified as equity financed (73%); the appropriate 
chi-squared test for differences is insignificant. 
Thus the data availability problems appear to af- 
fect the equity and non-equity portions of the sam- 
ple equally. Summary statistics for the data are 
presented in Table 1. 


4.2. Method 

The sample is analysed between equity offers 
(which include share offers with a cash alterna- 
tive), mixed, and cash offers (including cash with 
a loan note alternative), based upon the AM- 
DATA/Acquisitions Monthly categorisation, and 
differs from classifications used in Salami and Su- 
darsanam (1996) and Higson (1990). Higson 
(1990) classifies shares with a cash alternative as 
cash when more than 50% of holders take cash, 
and equity otherwise. Salami and Sudarsanam 
(1996) measure the actual proportions of the con- 
sideration taken as equity. Which of these ap- 
proaches is more appropriate really depends upon 
the explanatory variable of most interest in pre- 
dicting the type of offer. If, say, the dilution of 
accounting earnings is of most interest, then the 
actual proportions as used in Salami and Sudar- 
sanam (1996) and Cooke et al. (1994) are of most 
concern. However, the accounting explanatory 
variable of primary interest in this paper is good- 
will. Given that to obtain merger relief all that is 
necessary is that some equity be issued as consider- 
ation, the classification adopted here seems more 
appropriate. In practice, the evidence presented in 
Cooke et al. (1994) indicates that offers featuring 
a cash alternative to the equity element are taken 
up by less than 10% of shareholders on average. 

The analysis of method of payment uses a bi- 
nomial logistic-regression or Logit model with a 
dependent variable SHARES set equal to one if 
the takeover is financed using equity. The multi- 
nomial logistic regression approach of Martin 
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(1996) is not used here as there are tco few obser- 
vations in the ‘mixed’ category (26 cases only) to 
permit any meaningful analysis given the number 
of independent variables used. The rezressions are 
run using the accounting and control variables 
described, together with the adjusted Jensen al- 
phas. Initially, only pre-bid alphas are employed 
so that all the data used to estimate the regressions 
are available at the time of the bid. This might be 
viewed as being a predictive model of financing. 
The second stage of the analysis then tests whether 
the coefficients on these same independent varia- 
bles are robust to the inclusion of a control for 
post-bid performance (HGPOSA or FFPOSA). As 
this post-acquisition performance measure cannot 
be publicly observed at the time of the bid, this 
second model might be termed an explanatory 
model. The two returns-generating models used in 
the analysis are the Hoare-Govett (HG) model 
first used in Luther and Matatko (1994) and the 
Fama-French three-factor model. These two mod- 
els are chosen because they have been shown to 
give the smallest and largest CARs respectively in 
two recent studies of long-run performance of ac- 
quirers (Gregory, 1997) and initial public offerings 
(Espenlaub et al., 1999). The models estimated are: 


Model 1: Value-weighted multi-index model using 
the Hoare-Govett Index as the measure of smaller 
company performance: 


R, — Ry =d4 (R, —Ry A} (Rig — R.) + P 
Eps 


where: 
R, = return on company iin event month t 
R, = return on market in event month t 
R, = risk-free (treasury bil) return in event 
month ¢ 
R, = the return on the Hoare-Gcvett Smaller 
Companies index in event month t 


The Hoare-Govett Smaller Companies Index 
(HGSCD is a value-weighted index of the bottom 
80% of companies by market capitalisation. 

Fama and French (1996) report that many effi- 
cient markets’ ‘anomalies’ can be explained by tak- 
ing into account size and book-to-market value 
(BMV) effects through the use of a three-factor 
benchmark, and abnormal returns from this model 
(the FF model) are given by: 


Model 2: Fama and French (1996) Value-weighted 
three-factor model: 


R,— Ry = 6 + PP (R,,— Rp) + 96 (SMB) + ór 
(HML) + e&f (6) 
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where: 
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Table 1 
Summary statistics 


Full sample 
(N=311) 

Mean Std. Dey. 
0.730 0.445 
0.011 0.019 
0.009 0.018 

-0.004 0.021 

-0.005 0.021 
0.215 0.412 
0.633 0.483 
2.136 5.897 

17.770 1.277 
0.307 0.231 
0.569 0.496 
0.056 0.011 
0.186 0.165 

-0.807 1.546 
0.032 0.020 
0.002 0.057 
0.191 0.179 

218.460 1143.700 
0.210 0.256 
7.812 24.502 
0.055 0.228 

-0.421 1.116 
1.164 1.486 

-0.575 0.890 
0.289 0.875 
2.456 25.098 

19.166 11.691 
0.445 0.353 
1.452 4.542 
0.596 3.453 
1.768 5.291 . 
3.317 10.894 


Equity sample 
(N= 227) 

Mean Std. Dev. 
1.000 0.000 
0.012 0.020 
0.011 0.019 

-0.005 0.021 

-0.006 0.020 
0.211 0.409 
0.634 0.483 
2.268 5.570 

17.794 1.246 
0.348 0.230 
0.551 0.499 
0.057 0.012 
0.214 0.149 

-0.658 1.381 
0.032 0.021 
0.007 0.056 
0.183 0.187 

244.260 1172.000 
0.193 0.227 
4.158 12.153 
0.048 0.215 

-0.454 1.087 
0.861 1.338 

-0.650 0.940 
0.309 0.843 
1.118 0.891 

19.472 13.119 
0.450 0.375 
1.710 4.996 
0.746 3.895 
1.619 5.224 
2.965 9.643 


Non-equity 
(N= 84) 

Mean Std. Dev. 
0.000 0.000 
0.006 0.016 
0.005 0.015 
0.000 0.019 

-0.001 0.021 
0.226 0.421 
0.631 0.485 
1.779 6.723 

17.707 1.363 
0.199 0.197 
0.619 0.489 
0.054 0.010 
0.111 0.181 

-1.210 1.872 
0.034 0.019 

-0.012 0.056 
0.214 0.154 

148.740 1067.200 
0.255 0.319 

17.686 41.291 
0.071 0.259 

-0.335 1.195 
1.983 1.562 

-0.374 0.705 
0.234 0.961 
6.072 48.295 

18.342 6.392 
0.433 0.286 
0.756 2.903 
0.189 1.728 
2.170 5.481 
4.268 13.741 


The Table shows the mean and standard deviation of the following variables: SHARES, a dummy variable equal 
to one if the acquisition is equity financed as recorded by AMDATA; the equivalent of the Jensen alpha of the 


acquirer in the period —42 months to — 7 months before the bid from either the HG or FF models (FFPREA and 


HGPREA) and in the period from completion to 36 months after from either model (FFPOSA and HGPOSA); 


HOSTILE a dummy variable set equal to one if AM DATA classifies the bid as hostile; CONG, a dummy variable 
for conglomerate bids; BJDQ, the estimated Tobin’s q ratio of the acquirer in the month before the bid; LOGBID, 


the natural logarithm of the amount paid for the target; VALUE, the value of the target divided by the value of 
the acquirer plus the value of the target; BIDEXP, a dummy variable equal to one if the bidder has made more 
than one acquisition in the period 1984-92; REALTBR, the three-month Treasury Bul Rate deflated by the 12- 
month inflation (RPI) rate; DMKT, the change in the FTASI for the 12 months prior to the bid; LONGSHT, the 
difference between the long-term gilt rate and the Treasury Bill rate; CGDP, the change in the previous quarter’s 


GDP; CUKLEAD the 12-month change in the UK Long leading Indicator; GEAR, the acquirer’s average gearing 


ratio over the past three years; CASHVAL, the amount of cash and marketable securities on the balance sheet of 
the acquirer, divided by the amount paid; CASH, the percentage of cash and marketable securities to total 


assets; GWIL, reserves divided by goodwill (where goodwill is negative GWIL is set to zero and a dummy variable, 
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NEGGWIL, is equal to one); TASSGWIL, the natural logarithm of target net assets to goodwill; VA VT, the log of 
the value of the acquirer divided by the value of the target; RESASS, the log of the acquirer’s revenue reserves 
divided by the net book value of the acquirer; COMPQ, the log of the target’s market-to-book divided by the 
acquirer's market-to-book; RELPER, the PE multiple of the acquirer divided by the PE multiples paid for the 
target, as implied by the bid price; ROCE, the acquirer's three-year pre-bid average return on capital employed; 
PREMIUM, the one-month bid premium paid for the target as recorded by AMDATA; director’s control 
variables, OFFDIRS = 0 if OFFDIR<5%; OFFDIRS = OFFDIR-S if 5%< OFFDIRS <25%; OFFDIRS = 20 if 
OFFDIR < 25%, and OFFDIR25 = 0 if OFFDIR<25%; OFFDIR25 = OFFDIR - 25% if OFFDIR225%, where 
OFFDIR represents the percentage directors’ shareholding in the acquiring firm; INSTH percentage institutional 
shareholdings in excess of 5%; and NONINSTH percentage non-institutional shareholdings in excess of 5%. 
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SMB = the value-weighted return on small 
firms minus the value-weighted return on large 
firms 

HML = the value-weighted return on high 
BMV firms minus the value-weighted return on 
low BMV firms 

The method used to construct the SMB and 
HML portfolios is as described in Fama and 
French (1996). 

Inspection of the data in Table 1 confirms the 
results found in the earlier studies of Limmack 
(1991) and Gregory (1997). On average, acquirers 
under-perform post-takeover, and out-perform 
pre-takeover (these alphas are significant at the 1% 
level using the cross-sectional test described in 
Gregory 1997). When sub-analysed into equity 
and non-equity bids, the equity sample show 
stronger out-performance pre-bid, and worse un- 
der-performance post-bid. Again, these alphas are 
statistically significant. However, for the cash sam- 
ple, post-takeover performance is not statistically 


significant. 


4.3. Results 

Joint tests of the hypotheses using logit regres- 
sions are estimated using abnormal! returns derived 
from both FF and HG models. Initially, all re- 
gressions were estimated using the full set of con- 
trol variables described above and reported in 
Table 1. These regressions (not reported here be- 
cause of space constraints but available from the 
author on request) reveal that in all cases the cor- 
porate governance control variables (directors’, in- 
stitutional and non-institutional shareholdings) are 
not significant at conventional levels. In order to 
focus upon the main variables of interest, all re- 
gressions are re-run excluding these variables. In 
no case are the substantive results altered with 
respect to the hypothesised relationships. Where 
differences occur in respect of the remaining con- 
trol variables, these are footnoted. The re-esti- 
mated regressions are reported in Tables 2 and 3, 
with the first group of results relating to the pre- 
dictive model being presented in Table 2. 

These Table 2 results show that the choice of 
FF or HG model of abnormal return seems to 
have little bearing on the overall results. Conven- 
tional significance levels inferred from the asymp- 
totic t-ratios, LLR tests and overall explanatory 
power are similar using either model of abnormal 
return. Two versions are run: an initial model 
including GWIL and RVALUE, and then a second 
version which substitutes the component parts of 
goodwill as analysed and described previously. 
Two variations are run within these categories, re- 
flecting the fact that either the FF or HG models 
of pre-bid Jensen alphas can be employed, giving 
four regressions in all. 
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In the initial model (Model 1), the log-likelihood 
ratio is highly significant for both FF and HG ver- 
sions. The Maddala R-squared is slightly higher in 
the case of the FF model (26.1% as opposed to 
25.9% in the HG model). The accounzing variable 
GWIL has the hypothesised signs and is significant 
at the 5% level in the case of the FF and HG mod- - 
els in a single-tailed test (at 5.4% level in the case 
of the HG model in a two-tailed test). As sug- 
gested by hypothesis 1, increasing difficulty in 
writing off goodwill (.e., decreasing values of 
GWIL, which is equal to reserves divided by good- 
will) is associated with an increased propensity to 
use equity financing for the acqusition. NE- 
GGWIL has the hypothesised sign but is not sta- 
tistically significant, although this 1s not altogether 
surprising given the small number of observations 
(n = 17) where negative goodwill arises. RELPER 
is insignificant in both models, and anyway has a 
sign opposite to that expected, suggesting that 
earnings dilution is not an issue in the determina- 
tion of consideration for the acquisition. The con- 
trol variables RVALUE, BIDEXP, DMKT, 
LONGSHT, and CASH% all have the hypothesi- 
sed signs and are significant at the 5% level or bet- 
ter in the case of a single-tailed test, with CASH- 
VAL being significant at this level only in the case 
of the FF model, while HOSTILE is significant at 
the 5% (single-tailed) level in the case of the HG 
model only. Finally, FFPREA and HGPREA have 
the hypothesised signs and are significant at the 
5% level in a one-tailed test.” 

Thus, on the basis of model 1, the significant 
influences on financing appear to be goodwill 
write-off, high relative values, bidder experience, 
pre-bid abnormal returns, cash available as a 
percentage of assets and macro-economic varia- 
bles. The significance of cash proportionate to the 
bid value and bid hostility appear to be dependent 
on the model of pre-bid abnormal returns selected. 

As noted earlier, merely showing GWIL to be 
significant does not in itself show that the account- 
ing practice of writing off goodwill tc reserves in- 
fluences financing choice. Breaking down revenue 
reserves to goodwill (Higson, 1998) addresses this 
issue directly, and provides evidence. that it is a 
decreasing level of the acquirer’s revenue reserves 
relative to its value (RESASS) and a decreasing — 
value of target assets to goodwill paid (TA- 
SSGWIL) which are associated with the propen-. 
sity to use equity fmancing (models FF and HG 2, 
columns 5-8 in Table 2) in addition to the relative 
value of the merging firms (VAVT). These coeffi- 
cients are all highly significant (at the 2.5% level 
at least in single-tailed tests) and confirm that 
goodwill write-off is not acting as some sort of 


23 In the non-parsinonious version that included corporate 
governance control variables, HOSTILE was significant at the 
5% level (single-tailed test) in the case of the FF model. 
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Table 2 
Logit regressions: predictive model with dependent variable ‘SHARES’ 
Variable FF Model t-ratios HG Model t-ratios FF Model t-ratios HG Model t-ratios 
I (t-distr. ) 1 (t-distr. ) 2 | (t-distr.) 2 | (t-distr.) 
FF/HGPREA 18.8340 1.919 17.7120 1.715 18.7520 1.774 16.4320 1.494 
(0.056) (0.087) (0.077) (0.136) 
HOSTILE -0.6568 -1.615 -0.6963 -1.716 -0.5812 -1.388 -0.6156 -1.473 
(0.107) (0.087) (0.166) (0.142) 
CONG 0.4794 1.451 0.4590 1.392 0.5251 1.526 0.4972 1.448 
(0.148) (0.165) (0.128) (0.149) 
BIDQ -0.0024 -0.089 -0.0016 -0.058 -0.0067 0.239 -0,0069 -0.246 
(0.929) (0.954) (0.811) (0.806 ) 
LOGBID -0.0085 -0.059 -0.0080 -0.056 -0.0666 -0.447 -0.0672 0.452 
(0.953) (0.955) (0.655) (0.652) 
RVALUE 4.2025 4.230 4.1442 4.201 
(0.000) (0.000) 
BIDEXP -0.7964 -2.245 -0.7648 -2.171 -0.6857 -1.876 -0.6512 -1.794 
(0.026) (0.031) (0.062 ) (0.074) 
REALTBR 5.0444 0.325 4.9370 0.319 6.1784 0.384 5.9615 0.372 
(0.746) (0.750) (0.701) (0.711) 
DMKT 4.7400 4.390 4.7072 4.366 5.2802 4.617 5.2278 4.588 
(0.000) (0.000 ) (0.000) (0.000) 
LONGSHT 0.2422 1.765 0.2422 1.763 0.2813 1.999 0.2813 1.998 
(0.079) (0.079) (0.047) (0.047) 
CGDP -10.0770 -1.163 -9,9257 -1.144 -13.7170 -1.494 -13.6200 -1.481 
(0.246) (0.254) (0.136 (0.140) 
CUKLEAD 2.5315 0.639 2.5538 0.646 2.5956 0.632 2.6130 0.637 
(0.523) (0.519) (0.528 (0.524) 
GEAR 0.2953 0.334 0.2339 0.266 0.3310 0.349 0.2517 0.267 
(0.738) (0.790) (0.727 (0.789) 
CASHVAL -0.0003 -1.686 -0.0002 -1.548 -0.0003 -2.016 -0.0003 -1.885 
(0.093) (0.123 (0.045) (0.060) 
CASH% -1.1106 -1.777 -1.1217 -1.789 -1.1641 -1.742 -1.1665 -1.735 
(0.077) (0.075) (0.083) (0.084) 
GWIL -0.0208 -2.013 -0.0201 -1.933 
(0.045) (0.054 
NEGGWIL -0.5470 -0.889 -0.5689 -0.926 -0.7858 -1.158 -0.8353 -1.232 
(0.374) (0.355) (0.248 (0.219) 
TASSGWIL -0.4546 -2.321 -0.4667 -2.392 
(0.021 (0.017) 
VAVT -0.8623 -5.878 -0.8449 -5.795 
(0.000) (0.000) 
RESASS -0.4926 -2.049 -0.4950 -2.056 
(0.041) (0.041) 
COMPQ -0.4043 -1.428 -0.4276 -1.515 
(0.155) (0.131) 
RELPER ` -0.0097 -0.531 -0.0099 -0.546 -0.0097 -0.491 -0.0099 -0.505 
(0.596) (0.585) (0.624) (0.614) 
ROCE 0.0226 1.287 0.0230 1.307 0.0163 0.848 0.0158 0.826 
(0.199) (0.192) (0.397) (0.410) 
PREMIUM 0.0947 0.199 0.0845 0.177 
(0.843) (0.859) 
CONSTANT -0.3263 -0.120 -0.2755 -0.101 2.6643 0.912 2.7316 0.939 
- (0.905! (0.919) (0.362) (0.349) 
LLR 93.9053 (0.000) 93.1065 (0.000) 106.2800 (0.000) 105.3100 (0.000) 
Maddala R? 0.2606 0.2587 0.2895 0.2872 


The Table shows the results of running logistic (Logit) regressions of dependent variable SHARES, a dummy variable equal to one if the 
acquisition is equity financed as recorded by AMDATA, on the following independent variables: The equivalent of the Jensen alpha of the 
acquirer in the period — 42 months to ~7 months before the bid from either the HG or FF models (FFPREA and HGPREA); HOSTILE, 
a dummy variable set equal to one if AM DATA classifies the bid as hostile; CONG, a dummy variable for conglomerate bids; BJDQ, the 
estimated Tobin’s g ratio of the acquirer in the month before the bid; LOGBID, the natural logarithm of the amount paid for the target; 
RVALUE, the value of the target divided by the value of the acquirer plus the value of the target; BIDEXP, a dummy variable equal to 
one if the bidder has made more than one acquisition in the period 1984-92; REALTBR, the three-month Treasury Bill rate deflated by the 
12-month inflation (RPI) rate; DMAKT, the change in the FTASI for the 12 months prior to the bid; LONGSHT, the difference between the 
long-term gilt rate and the Treasury Bill rate; CGDP, the change in the previous quarter’s GDP; CUKLEAD the 12-month change in the 
UK Long Leading Indicator; GEAR, the acquirer’s average gearing ratio over the past three years; CASH VAL, the amount of cash and 
marketable securities on the balance sheet of the acquirer, divided by the amount paid; CASIA, the percentage of cash and marketable 
securities to total assets; GWIL, reserves divided by goodwill (where goodwill is negative GWIL is set to zero and a dummy variable, 
NEGGWIL, is equal to one); TASSGWIL, the natural logarithm of target net assets to goodwill; V.A VT, the log of the value of the 
acquirer divided by the value of the target; RESASS, the log of the acquirer’s revenue reserves divided by the net book value of the 
acquirer; COMPO, the log of the target’s market-to-book divided by the acquirer’s market-to-book; RELPER, the PE multiple of the 
acquirer divided by the PE multiples paid for the target, as implied by the bid price; ROCE, the acquiret’s three-year pre-bid average return 


on capital employed; and PREMIUM, the one-month bid premium paid for the target as recorded by AMDATA. 
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proxy for relative size. Note also that the explan- 
atory power of these regressions are higher than 
those of the mode] 1 versions (28.95% as opposed 
to 26.06% in the case of the FF model, and 28.72% 
as opposed to 25.87% in the case of the HG 
model). The ratio of market-to-book ratios 
(COMP(Q) appears to have no significant influence 
on financing, but has a sign opposite to that pre- 
dicted by Martin’s (1996) risk-sharing hypothesis. 
NEGGWIL has the hypothesised sign but remains 
insignificant, while the earnings dilution variable 
RELPER is still insignificant with a sign opposite 
to that expected. 

It is also the case that using this second set of 
regressions, the influence of pre-bid returns is of 
weaker significance. Although FF pre-bid alpha 1s 
significant in a single-tailed test at the 10% level, 
the HG alpha is not. Apart from bid hostility, 
which now appears insignificant at the 5% level in 
single-tailed tests in the case of both FF and HG 
models, and CASHVAL, which becomes signif- 
cant at the 5% level under both models, the con- 
clusions with respect to the significance of the con- 
trol variables is unaltered. 

The final test of whether goodwill-write-off con- 
siderations influence equity financing is carried out 
by re-running the Table 2 logit regressions incor- 
porating post-bid adjusted Jensen alphas as an ad- 
ditional control. These regressions are based upon 
the strong premise that management is aware of 
the relative over- or under-valuation of the firm’s 
equity as measured by the FF and HG equivalent 
of Jensen’s alpha. These results are reported in 
Table 3. First, note that although the signs of the 
coefficient on post-bid returns are negative, as 
would be expected if management were aware of 
any over-valuation at the time of the bid, in none 
of the regressions is the coefficient significant. The 
important result from these regressions is that in 
no case is the conclusion altered concerning the 
association between goodwill write-off variables 
and the propensity to use equity financing. In the 
model 1 regressions, GWIL is significant at the 
2.5% level m a single-tailed test under the FF 
model of returns, and at the 3% level under the 
HG model. Using the goodwill break-down ver- 
sion of the logit regressions again reveals that T'A- 
SSGWIL and RESASS are significantly associated 
with the financing choice. Although the signifi- 
cance of the latter is diminished, it has the hy- 
pothesised sign and still remains significant at the 
5% level in a single-tailed test. As before, the earn- 
ings dilution variable is insignificant. The conclu- 
sions with regard to the other control variables re- 
mains largely unaltered, except for the fact that bid 
hostility is now never significant at the 5% level 


24 When corporate governance variables are included, bid 
hostility is just significant at the 5% level in a single-tailed test 
in respect of the HG model only. 
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(single-tailed test), and CASHVAL is always 
significant at this level. 

The conclusion trom this second set of four logit 
regressions is that even making the strong assump- 
tion that acquiring company management can pre- 
dict the extent of over-valuation of their equity, 
goodwill write-off considerations still appear to be 
associated with financing choice. 

Thus, it seems that the amount of goodwill paid 
for the target relative to the acquirer’s reserves 
available for write-off has an influence on financ- 
ing choice, supporting Hypothesis 1. Further ana- 
lysis reveals that in addition to the relative size of 
the target compared to the acquirer, the lower the 
proportion of the acquirer’s net worth made up of 
revenue reserves, the greater the likelthood of an 
equity offer, and the greater the reletive amount 
of the target’s assets paid in goodwil, the greater 
the probability of an equity offer. Hypothesis 2 is 
therefore accepted. Finally, in none cf the models 
is there any significant association between relative 
PE ratios and financing choice, so Hypothesis 3 is 
rejected, 


5. Summary and conclusions 


It appears that the major variables associated with 
the probability of an equity offer are those related 
to market timing, the relative size cf the target, 
cash availability, bidder experience and the ability 
to write-off goodwill. The critical market timing 
variables appear to be the performance of the 
stock market over the 12 months prior to the bid 
and the difference between long and short interest 
rates. Strong market performance and an increas- 
ing liquidity premium on interest rates are both 
associated with an increased probability of an eq- 
uity financed bid. | 

Previous research in the UK has indicated that 
the acquirer’s ability to write-off goodwill is as- 
sociated with the probability of an equity offer. 
This result is one which may be regarded as having 
policy implications. In this study, some difficulties 
in earlier research have been address2d. First, us- 
ing variables that take into account the possible 
distorting effects of negative goodwill and negative 
bidder reserves, it is shown that goodwill write-offs 
have a significant impact upon the probability of 
an equity offer. Specifically, the less the acquirer 
has revenue reserves available to write-off good- 
will, the greater is the probability that that ac- 
quirer will finance the acquisition using equity. 

Second, further analysis has demonstrated that 
the impact is not due to goodwill wzite-off being 
a proxy for the relative size of the acquisition; both 
the size of the acquirer’s revenue reserves relative 
to its net worth and the proportionate amount of 
goodwill paid for the target appear to influence the 
likelihood of using equity. By showing that the ac- 
counting treatment of goodwill permitted under 
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Table 3 
Logit regressions: explanatory model with dependent variable ‘SHARES’ 


Variable FF Model t-ratios HG Model t-ratios FF Model t-ratios HG Model t-ratios 
1 (t-distr.) l (t-distr. ) 2 (t-distr. ) 2 (t-distr. ) 
FF/HGPREA 17.8190 1.821 17.2140 1.664 18.8320 1.788 16.7340 1.521 
(0.070) (0.097) (0.075) (0.129) 
FF/HGPOSA -10.9780 -1.343 -9,7252 -1.221 -6.1953 -0.728 -5.1820 -0.625 
(0.180) (0.223) (0.467) (0.532) 
HOSTILE -0.5924 -1.439 -0.6404 -1.560 -0.5436 -1.290 -0.5863 -1.395 
(0.151) (0.120) (0.198) (0.164) 
CONG 0.4641 1.395 0.4324 1.303 0.4961 1.432 0.4663 1.343 
(0.164) (0.194) (0.153) (0.180) 
BIDQ -0.0100 -0.374 -0.0072 -0.269 -0.0089 -0.317 -0.0080 0.284 
(0.708) (0.788) (0.751) (0.777) 
LOGBID -0.0079 0.055 -0.0037 -0.026 -0.0680 -0.455 -0.0661 -0.444 
(0.956) (0.979) (0.649) (0.657) 
RVALUE 4.1732 4.193 4.1137 4.159 
(0.000) (0.000) 
BIDEXP -0.8044 -2.255 -0.7692 -2.174 -0.6842 -1.868 -0.6460 -1.777 | 
(0.025) (0.031) (0.063) (0.077) 
REALTBR 5.7910 0.370 5.2972 0.340 6.6723 0.413 6.2548 0.389 
(0.711) (0.734) (0.680) (0.698) 
DMKT 4.9341 4.475 4.8836 4.450 5.3420 4.640 5.2792 4.610 
(0.000) (0.000) (0.000) (0.000) 
LONGSHT 0.2442 1.776 0.2400 1.742 0.2841 2.017 0.2794 1.982 
(0.077) (0.083) (0.045) (0.048) 
CGDP -9.7974 -1.126 -9.1843 -1.052 -13.7760 -1.495 -13.3120 -1.441 
(0.261) (0.294 (0.136) (0.151) 
CUKLEAD 2.3711 ` 0.596 2.5285 0.638 2.5146 0.612 2.6421 0.644 
(0.552) (0.524) (0.541) (0.520) 
GEAR 0.2616 0.296 0.2223 0.253 0.3238 0.343 0.2564 0.274 
(0.768) (0.800) (0.731) (0.784) 
CASHVAL -0.0003 -1.999 -0.0003 -1.847 -0.0003 -2.138 -0.0003 -1.992 
(0.047) (0.066) (0.033) (0.047) 
CASH% -1.0555 -1.680 -1.0758 -1.706 -1.1078 -1.668 -1.1198 -1.672 
(0.094) (0.089) (0.096) (0.096) 
GWIL -0.0200 -1.969 -0.0192 -1.878 
(0.050) (0.061) 
NEGGWIL -0.5707 -0.923 -0.5721 -0.930 -0.7584 -1.114 -0.7989 -1.175 
(0.357) (0.353) (0.266 (0.241) 
TASSGWIL -0.4411 -2.241 -0.4515 -2.297 
(0.026) (0.022) 
VAVT -0.8531 -5.808 -0.8367 -5.723 
(0.000) (0.000) 
RESASS -0.4547 -1.848 -0.4618 -1.876 
(0.066) (0.062) 
COMPQ -0.3528 -1.209 -0.3788 -1.295 
(0.228) (0.196) 
RELPER -0.0101 -0.496 -0.0101 A -0.0099 -0.473 0.0101 -0.488 
(0.620) (0.611 (0.637) (0.626) 
ROCE 0.0275 1.499 0.0271 1.4 0.0196 0. 0.0186 0.928 
(0.135) (0.137) (0.334) (0.354) 
PREMIUM 0.1199 0.249 0.0867 0.181 
(0.803) (0.857 
CONSTANT -0.5241 -0.190 -0.5213 -0.190 2.5761 0.878 2.6017 0.889 
(0.849) š (0.850) (0.381) (0.375) 
LLR 95,7994 (0.000) 94.6681 (0.000) 106.8200 (0.000) 105.7070 (0.000) 
Maddala R? 0.2651 0.2624 0.2907 0.2882 


The Table shows the results of running logistic (Logit) regressions of dependent variable SHARES, a dummy variable equal to 
one if the acquisition is equity financed as recorded by AMDATA, on the following independent variables: The equivalent of the 
Jensen alpha of the acquirer in the period —42 months to —7 months before the bid from either the HG or FF models (FFPREA 
and HGPREA); and in the period from completion to 36 months after from either model (FFPOSA and GPOSA); HOSTILE, a 
dummy variable set equal to one if AMDATA classifies the bid as hostile; CONG, a dummy variable for conglomerate bids; 
BIDQ, the estimated Tobin’s g ratio of the acquirer in the month before the bid; LOGBID, the natural logarithm of the amount 
paid for the target; RVALUE, the value of the target divided by the value of the acquirer plus the value of the target; BIDEXP, a 
dummy variable equal to one if the bidder has made more than one acquisition in the period 1984-92; REALTBR, the three- 
month Treasury Bill Rate deflated by the 12-month inflation (RPI) rate; DMKT, the change in the FTASI for the 12 months prior 
to the bid; LONGSHT, the difference between the long-term gilt rate and the Treasury Bill rate; CGDP, the change in the 
previous quarter’s GDP; CUKLEAD, the 12-month change in the UK Long Leading Indicator; GEAR, the acquirer’s average 
gearing ratio over the past three years; CASHVAL, the amount of cash and marketable securities on the balance sheet of the 
acquirer, divided by the amount paid; CASH, the percentage of cash and marketable securities to total assets; GWIL, reserves 


divided by goodwill (where goodwill is negative GWIL is set to zero and a dummy variable, NEGGWIL, is equal to one); 


TASSGWIL, the natural logarithm of target net assets to goodwill; VAVT, the log of the value of the acquirer divided by the 
value of the target; RES ASS, the log of the acquirer’s revenue reserves divided by the net book value of the acquirer; COMPQ, 
the log of the target’s market-to-book divided by the acquirer’s market-to-book; RELPER, the PE multiple of the acquirer divided 
by the PE multiple paid for the target, as implied by the bid price; ROCE, the acquirer’s three-year pre-bid average return on 
capital employed; and PREMIUM, the one-month bid premium paid for the target as recorded by AMDATA. 
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the previous UK standard. SSAP22, was associ- 
ated with economic consequences, the result adds 
weight to the theoretical arguments of Arnold et 
al. (1993) against allowing goodwill to be written 
off directly to reserves and provides a justification 
for the majority view prevailing on the ASB in the 
decision to issue FRS10. 
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Timeliness of corporate financial reporting 
in emerging capital markets: empirical 
evidence from the Zimbabwe Stock 


Exchange 
Stephen Owusu-Ansah* 


Abstract—THhis article reports on the results of an empirical investigation of the timeliness of annual reporting by 
47 non-financial companies listed on the Zimbabwe Stock Exchange. It also reports on the factors that affect timely 
reporting by these companies. The results of a descriptive analysis indicate that 98% of the companies in the sample 
reported promptly to the public (i.e., submitted their audited annual reports to the Zimbabwe Stock Exchange by 
the regulatory deadline). A two-stage least squares regression identified company size, profitability and company 
age as statistically significant explanators of the differences in the timeliness of annual reports issued by the sample 
companies. No evidence was found to support the monitoring costs theory argument, which suggests that highly- 
geared companies are timely reporters. Furthermore, the empirical data indicate that audit reporting lead time is 
significantly associated with the tumeliness with which sample companies release their preliminary annual earnings 
announcement, but not with the timeliness of their audited annual reports. Plausible explanations for these findings 
along with the limitations of the underlying research are provided. 


1. Introduction 


Timely reporting contributes to the prompt and 
efficient performance of stock markets in their 
pricing and evaluation functions. Timely reporting 
helps to mitigate (or reduce the level of) insider 
trading, leaks and rumours in the market. As a 
result, most stock exchanges in the world including 
the Zimbabwe Stock Exchange (ZSE), demand 
from their listed companies prompt release of au- 
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dited financial reports to the markets. While sev- 
eral studies have investigated the informational 
‘efficiency’ of emerging stock markets, there is vir- 
tually no systematic analysis of both audit-related 
and corporate-specific factors likely to affect the 
timeliness of corporate financial reporting in these 
markets. Thus, researchers have been pre-occupied 
with the effect of released information on prices of 
securities traded on emerging markets, and not 
with the timeliness of the information and the fac- 
tors that affect timely reporting. Research on the 
latter may improve our understanding of whether 
information released .in emerging markets is 
timely, and the factors that account for this phe- 
nomenon. This article presents such an analysis by 
focusing on the experience of non-financial com- 
panies listed on the ZSE. 

For several reasons, the ZSE serves as a useful 
context for investigating the characteristics of fin- 
ancial reporting in emerging capital markets. First, ` 
because some of the securities traded on the ZSE 
are also constituent stocks of the International Fi- 
nance Corporation’s Global and Investible Indices 
(i.e., the ZSE is a typical emerging stock market), 
international investors may be interested in the 
timely reporting profile of its listed companies. 
Second, the ZSE is the second oldest stock market 
in Africa (second to the Johannesburg Stock 
Exchange in South Africa), but little is known 
about it. Third, Zimbabwe is an important country 
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in Africa in.that its professional accountancy body 
presently serves (in conjunction with South Africa) 
on the board of the International Accounting 
Standards Committee. 

Timeliness in financial reporting is a significant 
characteristic of accounting information. Stale 
information is of little use to market participants 
in their investment decision-making processes. 
Both prior analytical and empirical evidence pro- 
vide strong support for this contention. Feltham 
(1972) demonstrated analytically that timely 
information affects a decision-maker’s expected 
pay-off. Empirical studies have also shown that 
timely information affects the prices of securities 
on the market (Givoly and Palmon, 1982; Kross 
and Schroeder, 1984; Chambers and Penman, 
1984). 

The remainder of this article is arranged as fol- 
lows: Section 2 describes the statutory and the in- 
stitutional requirements relating to the timeliness 
of corporate financial reporting in Zimbabwe. Sec- 
tion Three provides a brief overview of the rele- 
vant literature. Section 4 focuses on the develop- 
ment of testable hypotheses. Section 5 describes 
the sample selection criteria and the statistical tests 
employed. The construct, timeliness of corporate 
reporting, and its operationalisation in this study 
are also discussed in this section. Section 6 reports 
and discusses the results of the statistical tests. Fi- 
nally, Section 7 presents the conclusions and the 
limitations of the study. 


2. The regulatory framework for timely 
reporting in Zimbabwe 


To secure immediate release of information which 
might materially affect market activities and prices 
of listed securities, a general requirement of timely 
reporting is imposed by two regulatory sources in 
Zimbabwe: (i) the 1952 Companies Act (Chapter 
190 of Zimbabwe Laws), and (i1) the ZSE Listing 
Agreement. The Companies Act requires that au- 
dited annual accounts be sent to shareholders, and 
all those thdt are entitled to attend a company’s 
annual general meeting (AGM) at least 14 days 
before the date of the AGM. The Act obliges com- 
panies registered under it to hold their AGM 
within 26 weeks (182 days) immediately following 
the end of their financial year. In effect, companies 
in Zimbabwe are supposed to publish (i.e., send to 
shareholders) audited annual accounts within 24 
weeks (168 days) after the close of their financial 
year. The directors of a company that fails to com- 
ply with these requirements are punished either by 
a fine, imprisonment or both. 

With regard to companies listed on the ZSE, the 
timely reporting requirement is somewhat more 
stringent. As a condition for listing, companies un- 
dertake to send their audited annual accounts to 
their shareholders at least 21 days prior to their 
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AGM. Further, listed companies are required to 
Incorporate a provision to this effect in their arti- 
cles of association, and to submit three copies of 
their accounts to the chief executive of the ZSE at 
least 22 days before the dates of their AGM (..e., 
within 160 days after financial year-end). 


3. Review of the relevant literature 


The literature on the timeliness of corporate an- 
nual financial reporting is of two main types. The 
first type is concerned with the impéct of timely 
reporting on variability of stock returns (e.g., 
Chambers and Penman, 1984). The second type is 
mainly concerned with the pattern, reporting lag, 
and the factors influencing timely reporting ba- 
haviour (e.g., Dyer and McHugh, 1975). Only the 
literature on the latter is reviewed here because the 
present study belongs to that categorv. 

Dyer and McHugh (1975) pioneered an empiri- 
cal investigation into the timeliness of annual fi- 
nancial reporting of Australian companies. They 
examined the association between the reporting 
behaviour of 120 companies listed on the Sydney 
Stock Exchange in June 1971 and ccmpany size, 
year-end closing date, and profitability. They stud- 
ied preliminary, auditors’ signature, and total re- 
porting lags over a six year period tc 1971. Dyer 
and McHugh (1975) found that company size and 
year-end closing date were significantly associated 
with total lag. They, however, reported no statis- 
tically significant relationship between timely re- 
porting and profitability. 

Courtis (1976) extended this line of research by 
examining the association between four additional 
corporate attributes and reporting delay of New 
Zealand listed companies. The attributes examined 
were company age, number of shareholders, num- 
ber of pages of annual report, and industry. Ex- 
cept for. industry, none of the attributes examined 
was significantly associated with auditors’ signa- 
ture lag. He found that whereas companies in the 
fuel and energy and in the finance incustries were 
fast reporters, those in the mining and exploration 
and in the service industries were slow reporters. 
Courtis (1976) observed that the companies in his 
sample took almost four and a half months be- 
yond their financial year-end to repcrt to share- 
holders. He attributed this lack of punctuality to 
the three months, on average, taken ky New Zea- 
land auditors to certify a client company’s 
accounts. 

Commenting on Courtis’ (1976) study, Gilling 
(1977) argued that timely reporting depends on 
both management of the reporting ccmpany who 
prepares the accounts, and the auditors who ex- 
press opinion on them. Gilling suggest2d that since 
Courtis (1976) was concerned primarily with aud- 
iting lag, it would have been more appropriate for 
Courtis to have examined the activities and attrib- 
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utes of auditors instead. Gilling (1977) investigated 
the association between attributes of auditors and 
auditing lag, and found that, on average, leading 
audit firms (representatives of the former Big- 
Eight) take 53 days to sign audit reports as against 
90 days for small audit firms in New Zealand. 
While supporting Gilling’s (1977) view that re- 
porting lag is an outcome of the interaction be- 
tween a company’s management and its auditors, 
Davies and Whittred (1980) argued, however, that 
neither approach sufficiently explains the reporting 
behaviour of companies. They suggested that at- 
tributes of audit firms and those of client com- 
panies ‘which jointly determine the duration of 
year-end audit...’ should be examined (Davies and 
Whittred, 1980: 55). Accordingly, they tested three 
empirical indicants that capture year-end interac- 
tion between management and auditors, namely, 
the type of audit firm, changes in auditing firm and 
the presence or otherwise of extraordinary items. 
The results of their statistical analyses indicated 
that the type of audit firm and the presence of 
extraordinary items are related to the reporting be- 
haviour of the sampled 100 companies listed on 
Australian Associated Stock Exchange as of 31 
December 1972 and 31 December 1977. 

Garsombke (1981) extended this research para- 
digm to North America by examining the relation- 
ship between company size, listing status, auditor- 
type, month of financial year-end, management 
attitude and favourableness of reported earnings, 
and timely reporting behaviour of 120 US com- 

panies. Using univariate analysis, Garsombke 
(1981) found that there was a statistically signifi- 
cant difference in timely reporting between com- 
panies listed on either the New York Stock 
Exchange or the Over-the-Counter market, and 
those listed on the American Stock Exchange. 

The other subsequent studies on North Ameri- 
can countries while using sophisticated research 
designs, found only an audit delay (see Givoly and 
Palmon, 1982; Ashton et al., 1987; Bamber et al., 
1993 for US companies, and Ashton et al., 1989 
for Canadian companies). For instance, Bamber et 
al. (1993) investigated the multivariate relation- 
ships between structured audit technology, cor- 
porate-specific factors, audit-related factors and 
timeliness of audit reports in the US. They re- 
ported that structured audit approach was signifi- 
cantly associated with longer audit report lag. 

In a comparative study by Frost and Pownall 
(1994), they found that both domestic and foreign 
companies listed in the US are more timely re- 
porters than their counterparts listed in the UK. 
Their study also provides evidence on the associa- 
tion between company size, and US exchange list- 
ing and the sample companies’ reporting lag 
within each country. 

Prior studies have focused primarily on 
developed markets with only two studies investi- 
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gating timely reporting behaviour of companies 
listed on emerging stock markets.! To date, no 
study has systematically examined the relative ef- 
fects of both company-specific and audit-related 
factors, as suggested by Davies and Whittred 
(1980), on timely reporting behaviour of com- 
panies in emerging economies. The present study 
contributes to the literature by providing such 
evidence. 


4. Factors affecting timely reporting 
behaviour 


Timely reporting is a function of audit-related and 
company-specific factors. Audit-related factors are 
those that are likely to impede (or help) the audi- 
tor in carrying out the audit assignment and is- 
suing the audit report promptly. In contrast, com- 
pany-specific factors are those that either enable 
management to produce a more timely annual re- 
port or reduce costs associated with undue delay 
in reporting. This study investigates some of these 
factors that are relevant to the socio-economic 
conditions in Zimbabwe, and for which data were 
available. The audit-related factors: include the 
presence of extraordinary and/or contingent items, 
the month of financial year-end and the complex- 
ity of a company’s operations, and company-spe- 
cific factors? including company size, profitability, 
gearing and company age. The impact of each fac- 
tor on timeliness is theorised below. 


4.1, Company size (SIZE) 

The timeliness of an annual report release is a 
function of the reporting company’s size. Usually, 
large companies are timely reporters for several 
reasons. First, they have more resources, more ac- 
counting staff and sophisticated accounting 
information systems that result in more timely an- 
nual reports. Furthermore, large companies are 
able to install and operate modern computer-as- 





'These studies are those conducted by Ng and Tai (1994) and 
Abdulla (1996). While Ng and Tai’s (1994) study focused only 
on factors that affect audit delay in Hong Kong, ‘Abdulla’s 
(1996) was concerned with corporate-specific determinants of 
timeliness in Bahrain. The present study is more comprehensive 
than the two studies because it investigates both corporate-spe- 
cific and audit-related factors. Also, it is the first study to ex- 
amine timeliness of corporate reporting in an African country, 
and to use a simultaneous-equation estimation approach. 

2For the audit-related factors, auditor-type was not included 
in this study because all the companies in the sample were au- 
dited by representatives of the international Big Five audit 
firms operating in Zimbabwe. The audit service market in Zim- 
babwe is concentrated and dominated by the representatives of 
the Big Five (Owusu-Ansah, 1998). 

3In reality, the demarcation between company-specific fac- 
tors and audit-related factors is not clear cut as suggested here. 
Certain company-specific factors such as company size, prof- 
itability and gearing can also be classified as audit-related fac- 
tors (see Simnett et al., 1995: 3). 
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sisted devices that are fast in processing and mon- 
itoring inventories and production operations. The 
use of these devices results in a faster preparation 
of accounts and more timely annual reporting. 

Second, large companies tend to have strong in- 
ternal control systems with the consequence that 
auditors spend less time im conducting compliance 
and substantive tests. Audit delays are, therefore, 
minimised and this enables the companies to re- 
port promptly to the public. Third, large com- 
panies tend to be followed by a relatively large 
number of financial analysts who usually rely on 
timely release of annual reports to confirm and re- 
vise their expectations of companies’ present and 
future economic prospects. Anecdotal evidence 
suggests that financial analysts interpret undue de- 
lay in reporting as an attempt to conceal informa- 
tion that may adversely affect the value of a com- 
pany. Since large companies are generally followed 
by a relatively large number of analysts, there is 
an incentive for such companies to report timely 
to avoid speculative trading in their shares. Fi- 
nally, the available empirical evidence suggests 
that large companies report on a more timely basis 
than their smaller counterparts (e.g. Dyer and 
McHugh, 1975; Ashton et al., 1989; Frost and 
Pownall, 1994). It is, therefore, hypothesised in the 
alternative form that: 


H1: Ceteris paribus, reporting lead time is a 
decreasing function of a company’s size. 


Company size is measured by the year-end total 
assets of each company as in prior studies (e.g., 
Gilling, 1977; Davies and Whittred, 1980; Simnett 
et al., 1995). 


4.2 Profitability (PROFIT) 

Profitability is expected to influence a com- 
pany’s timely reporting behaviour. Dye and Sri- 
dhar (1995) state that companies with successful 
results (good news) will report more promptly 
than those with failing operations or that have sus- 
tained losses (bad news). This is because profita- 
bility measures a company’s efficiency of opera- 
tions. The performance of a company has a 
signalling effect on both the markets for corporate 
securities, and for corporate managerial skills 
(Manne, 1965; Fama, 1980; Watts and Zimmer- 
man, 1986). The market for corporate managerial 
skills uses the performance of a company to set 
management’s outside opportunity wage. For in- 
stance, a company with good news (positive 
performance) will experience a rise in the market 
values of both its outstanding equity shares and 
management. The opposite is true of a company 
with bad news (negative performance). It is, there- 
fore, reasonable to expect the management of a 
successful company to report its good news to the 
public on a timely basis. In contrast, auditors take 
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much time to audit failing (high risk) companies 
as a defence against any potential future litigation. 

Empirical evidence is, however, mixed. For in- 
stance, Dyer and McHugh (1975) reported no 
association between profitability and total report- 
ing lag in Australia. In contrast, Lawrence (1983) 
provided evidence that financially distressed com- 
panies in the US unduly delayed the release of 
their annual reports. He observed that about 47% 
of the companies in his sample took four or more 
months following their financial year-end to report 
publicly, and more than a fifth filed for bank- 
ruptcy before the release of their annual reports. 
In spite of the inconsistency of the empirical re- 
sults, it Is hypothesised, in the alternative form, 
that: 


H2: Ceteris paribus, reporting lead time is a 
decreasing function of profitability. 


Profitability is measured by return on capital em- 
ployed (ROCE). 


4.3. Gearing (GEAR) 

The relationship between timely reporting and 
the extent to which a company’s total assets is fi- 
nanced by fixed return capital is unclear. There 
are, however, two opposing views in the literature 
on the relationship between gearing and reporting 
lead time. One view holds that high-geared com- 
panies report more promptly than low-geared 
companies. This school of thought contends that 
because high-geared companies have the incentive 
to invest sub-optimally, debtholders typically in- 
clude clauses in debt contracts to constrain the 
activities of management (Jensen and Meckling, 
1976). One common clause is to require manage- 
ment to report promptly and at a certain fre- 
quency to enable debtholders to re-assess the long- 
term financial performance and position of 
companies: 

Another explanation for the negative relation- 
ship between gearing and timely reporting is pro- 
vided by the monitoring costs theory. This theory 
argues that different levels of audit quality would 
be demanded by different companies depending on 
their ownership structure. When agency costs are 
high, management is likely to desire a higher qual- 
ity audit to add credibility to the accounts as a 
means to reduce monitoring costs. The credibility 
of accounts is enhanced by association with a rep- 
utable auditor, usually one of the Big Five audit 
firms (Firth and Smith, 1992). Because such audit 
firms are known tc expend more resources (Palm- 
rose, 1986), and use high quality staff (Chan et al., 
1993) in their audit engagements, it is likely that 
audit delay will be minimal and this results in 
speedy reporting by client companies. 

In contrast, the other view holds that gearing 
usually associates positively with timely reporting 
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(Carslaw. and Kaplan, 1991) on two grounds. 
First, a high gearing ratio increases the probability 
of a company's failure which, in turn, increases the 
probability of the external auditor being sued. The 
auditor may have to perform more audit work, to 
improve his defence against any possible legal suit, 
which may lengthen the time of the audit assign- 
ment (Simnett et al., 1995). Second, audit of debt 
is relatively more time consuming than audit of 
equity especially if the number of the debtholders 
is large (Carslaw and Kaplan, 1991). 

On the basis of the preceding discussion, a priori 
speculation of the direction of the relationship be- 
tween gearing and timely reporting cannot be pro- 
vided. Therefore, a directional expectation is not 
formulated for gearing which is proxied by the ra- 
tio of long-term debts to total assets. The third 
hypothesis is stated in the alternative form as: 


H3: Ceteris paribus, reporting lead time of a 
company is a function of its gearing ratio. 


4.4. Extraordinary andlor contingent items 
(EXTRA) 

The presence of extraordinary items and/or con- 
tingent items in a company’s accounts is expected 
to affect the timeliness of reporting to the public. 
By definition, extraordinary items reflect material 
non-recurring events that arise from business/eco- 
nomic activities that are not part of the company’s 
normal operations, and thus are expected to re- 
quire additional audit time. Similarly, contingent 
items relate to ‘conditions or situations at balance 
sheet date, the financial effect of which is to be 
determined by future events which may or may not 
occur’ (International Accounting Standards Com- 
mittee, 1995:182). Because of the uncertainty in- 
volved in the estimation of the outcomes of extra- 
ordinary and contingent items, they are likely to 
engage the auditor in a lengthy discussion and ne- 
gotiation if he/she disputes the nature, their exist- 
ence, and the estimation of the amount involved. 
The available empirical evidence indicates that 
companies reporting either extra-ordinary and/or 
contingent items are late reporters as they require 
careful audit investigation (see Ng and Tai, 1994). 
Hence, the fourth alternative hyposthesis is stated 
as: 


H4: Ceteris paribus, companies that report 
extraordinary andlor contingent items are 
more likely to release their annual reports late 
compared to those that do not report extra- 
ordinary andlor contingent items. 


In the regression model, a company is coded one 
if it reported an extraordinary and/or contingent 
item, and zero if otherwise. 
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4.5. Month of financial year-end (MONTH) 

It is expected that the month of the year in 
which a company’s financial year-ends would in- 
fluence its reporting lead time. If most companies 
in a country have their financial year-ends within 
a particular period of time, and because they are 
required by law to have their final accounts au- 
dited, there will be much demand for the services 
of auditors operating in that country. This may 
result in possible audit delay as the workload of 
auditors increases tremendously. To complete an 
audit on schedule during the ‘busy audit season’ 
may require over-stretching of resources, including 
the payment of overtime allowances. Because it is 
costly to complete an audit on schedule during the 
‘busy audit season’, auditors have the incentive to 
delay the final audit. This, in turn, affects the re- 
porting lead time of companies whose financial 
year-ends fall within the busy audit season. The 
empirical evidence on the relevance of ‘busy audit 
season’ reported in the literature is, however, 
mixed (see Davies and Whittred, 1980; Newton 
and Ashton, 1989; Carslaw and Kaplan, 1991; 
Simnett et al., 1995). Although the direction of the 
effect of the month of the financial year-end on 
reporting lead time is unclear, the following direc- 
tional hypothesis, stated in the alternative form is 
tested: 


H5: Ceteris paribus, reporting lead time of a 
company is an increasing function of the prox- 
imity of its financial year-end to the busy audit 
season in Zimbabwe. 


The most common financial year-ends for all the 
companies listed on the ZSE are 31 March and 31 
December, so these months were considered as 
‘busy audit season’ in Zimbabwe. All other 
months were treated as ‘non-busy audit season.’ A 
dummy variable, MONTH, is coded for “busy au- 
dit season’, and zero if otherwise. 


4.6. Complexity of operations (OPERA) 

It is expected that the degree of complexity of a 
company’s operations will influence how timely 
the company reports to the public. The degree of 
complexity of a company’s operations which de- 
pends on the number and locations of its operating 
units (branches) and diversification of its product 
lines and market, is more likely to affect the time 
that an auditor takes to complete his/her audit as- 
signment, and hence, the time by which the com- 
pany will eventually release its financial report to 
the public. Thus, a positive relationship between 
operational complexity and audit delay is ex- 
pected. This hypothesised relationship is supported 
by Ashton et al. (1987) who found a significant 
positive relationship between operational complex- 
ity of a company and audit delay. Thus, it is hy- 
pothesised in the alternative form that: 
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H6: Ceteris paribus, reporting lead time of a 
company is an increasing function of the com- 
plexity of its operations. 


' On the basis of an analysis in Bamber et al. (1993), 
the complexity of a company’s operations is cap- 
tured by the number of different lines of business 
in which a sample company operates. 


4.7. Company age (AGE) l 

It is proposed in this study that promptness in 
financial reporting by a company is influenced by 
its age (i.e., its development and growth). This 
proposition is based on the learning curve theory. 
In the context of this study, the theory suggests 
that a reduction in reporting time would occur as 
the number of annual reports produced is in- 
creased. As a company continues and its account- 
ants learn more, the ‘teething problems’ which 
would cause unusual delays are minimised. As a 
result, an older, well-established company is likely 
to be more proficient in gathering, processing and 
releasing information when needed because of 
learning experience. Thus, it is hypothesised in the 
alternative form that: 


H7: Ceteris paribus, reporting lead time of a 
company is a decreasing function of its age. 


Ideally, a company’s age should be measured 
from the date of its incorporation, but it is not 
required by law or regulation in Zimbabwe to pub- 
licly report annually when a company is private. 
A sample company’s age is, therefore, measured 
here from the date of its flotation on the ZSE. 


5. Research design and methodology 


5.1. Sample selection and data collection 

A sample of 47 non-financial companies was se- 
lected. from the 64 companies that were listed on 
the ZSE as of 31 December 1994.4 A listed com- 
pany was included in the sample if it satisfied two 
conditions. First, it was a non-financial company. 
The Zimbabwean Companies Act exempts finan- 
cial companies from complying with certain re- 
porting requirements which may unduly influence 
either favourably or unfavourably their reporting 
behaviour. This step resulted in 58 companies sur- 
viving. Second, data on a company’s preliminary 
earnings and final reporting dates were available. 


Although this study uses 1994 data, its findings are still rel- 
evant- today as there have not been any major changes in the 
number of companies listed on the ZSE, their auditors and 
audit reporting practices, and the timely reporting requirements 
in Zimbabwe between 1994 and 2000. The data were collected 
in May 1996 when the writer paid a study visit to the ZSE in 
connection with his doctoral research project. 
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Of the remaining 58 non-financial companies, 
eleven did not meet the requirement of data avail- 
ability, and were therefore not included in the 
sample. 

Because of the above selection procedure, the 
final sample is not considered as being random, 
but it is a good representation of the population 
of non-fmancial companies whose equities were 
traded on the ZSE in 1994. The data for the ana- 
lyses were derived from the annual reports of the 
sample companies, except those on OPERA which 
were taken from Remo Investment Brokers (Pri- 
vate) Limited (1994). 


5.2. Conceptual definition of timeliness 

Conceptually, timeliness denotes a quality of: (i) 
‘being available at a suitable time’ cr (ii) ‘being 
well-timed’ (Gregory and Van Horn, 1963: 576). 
The key variable in timeliness is the delay in re- 
lease of annual reports. Gregory and Van Horn 
(1963) defined delay as ‘the length of time between 
the cut-off point (the time no transactions are ac- 
cepted for inclusion in the particular report) and 
the distribution of reports to users.’ Delay, in this 
study, is described as reporting lead time. Report- 
ing lead time is defined here as the length of time 
a company takes after its financial year-end to re- 
lease its financial information to the public. 


5.3. Determination of reporting lead time 

Following Dyer and McHugh (1975), three re- 
porting events for each sample company were 
specified as: (i) audit report date, (ii) preliminary 
earnings announcement date, and (iii: final report 
date (the date on which an annual report is filed 
with the ZSE). A reporting lead time is the number 
of calendar days between a sample company’s fi- 
nancial year-end and the day on which each of the 
three reporting events occurred. 

An audit reporting lead time (AUDRLT) is the 
number of calendar days between a sample com-’ 
pany’s financial year-end and the date of its exter- 
nal auditors’ report. The audit report dates were 
taken from the annual reports of zach sample 
company and were used to compute the AUDRLT 
for each company. 

A preliminary earnings reporting lead time 
(PRERLT) is the number of days tetween each 
sample company’s financial year-end and the ear- 
liest date on which its earnings announcement 
(abridged annual accounts) was published in one 
of the following daily and weekly newspapers in 
Zimbabwe: Business Herald, The Financial Ga- 
zette, The Sunday News, The Chronicle, The Daily 
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Gazette, and The Herald. Back copies of these 
newspapers were thoroughly examined in the lib- 
rary of the publisher of The Financial Gazette in 
Harare to obtain the first dates of publication of 
the abridged annual accounts of each sample 
company. 

A final reporting lead time (FINRLT) is the 
number of calendar days between a sample com- 
pany’s financial year-end and the date on which its 
audited annual report is received by the ZSE. The 
dates on which the annual reports were received 
by the ZSE are presumed to be the dates on which 
they have been released to the public in this study. 
These dates were taken from the in-house library 
of the ZSE. The ZSE has a custom of writing the 
dates on which annual reports of listed companies 
are received on their front covers. The FINRLT 
for each company was computed from these dates. 
The PRERLT and FUNRLT are post-audit re- 
porting lead times (Post-AUDRLT). 


5.4. Model specification 

To analyse the influence of each factor on the 
timely reporting behaviour of the companies in the 
sample, a simultaneous-equation regression system 
of two cross-sectional models was used. The two 
cross-sectional reporting lead time models were es- 
timated with a two-stage least squares (2SLS) tech- 
nique. For the equation of interest, Equation [2], 
the same explanatory variables were used but with 
different dependent variables depending on which 
reporting lead time is being estimated (i.e., either 
PRERLT or FINRLT). 


5A readership survey conducted by Research International 
Zimbabwe (RIZ) in 1994 showed that these newspapers enjoy 
the highest readership rate in Zimbabwe. Using a stratified ran- 
dom sample of 2,500 adults aged between 16 and 60, the RIZ 
found that The Herald is the most widely read daily newspaper 
followed by The Daily Gazette, and The Chronicle. As far as 
financial newspapers were concerned, weekly readership was 
highest for the Business Herald, followed by The Financial Ga- 
zette. Oppong (1993) used The Financial Gazette as his data 
source for a pricecamings study on the ZSE. The Financial 
Gazette is an equivalent to the US Wall Street Journal and the 
UK Financial Times in Zimbabwe, except that it 1s published 
weekly. 

‘The use of the 2SLS becomes necessary in simultaneous 
equation models where an endogenous regressor (AUDRLT in 
this study) becomes stochastic, and usually correlates with the 
error term of the equation in which it appears as an explana- 
tory variable (the Equation [2] in this study). As its name im- 
plies, the 2SLS is a two-stage process. In the first stage, the 
endogenous regressor is regressed on some exogenous variables. 
This regression yields estimated endogenous regressor, which 
by construction, should not correlate with the error term of the 
equation in which it appears as an explanatory variable (Equa- 
tion [2]). The test to confirm whether or not an endogenous 
repressor correlates with an error term of a structual model is 
called a simultaneity test (Pindyck and Rubinfeld, 1991). In the 
second stage of the estimation process, the estimated endo- 
- genous regressor is incorporated in Equation [2] as an explan- 
atory variable. In reality, however, all the equations in the 
system are estimated simultaneously. 
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The use of the 2SLS technique is justified as fol- 
lows. First, on a priori reasoning, the events of 
preliminary annual earnings announcement and fi- 
nal release of audited accounts will chronologically 
follow the date on which the external auditor cer- 
tifies the accounts. Hence, it is reasonable to as- 
sume that both the PRERLT and FINRLT are a 
function of the AUDRLT. Second, the empirical 
evidence in Panel B of Table 1 indicates that au- 
ditors in Zimbabwe, on average, take 62 days after 
a client company’s financial year-end to certify the 
latter’s accounts, while it takes the client company, 
on average, between seven and 23 days after the 
auditor has certified the accounts to release its pre- 
liminary and final accounts to the public. This sug- 
gests that the time a company takes to release 
either its preliminary earnings or final accounts is 
influenced by how long it takes its auditors to cer- 
tify the accounts. 

Finally, based on an argument that a chrono- 
logical ordering of events does not conclusively es- 
tablish causality, it was statistically assessed 
whether Equations [1] and [2] are simultaneously 
determined by using Hausman’s (1978) simultane- 
ity specification test as suggested in Pindyck and 
Rubinfeld (1991: 303-305) and Gujarati (1995: 
670-671). The results of the Hausman test suggest 
the presence of a simultaneity problem.’ Pindyck 
and Rubinfeld (1991) and Gujarati (1995) have 
cautioned against the use of ordinary least squares 
(OLS) regression technique, if there is a problem 
of simultaneity because OLS estimates will be in- 
consistent regardless of sample size. Rather, they 
recommend the use of a 2SLS regression technique 
whose estimates will be both consistent and effi- 
cient. Hence, the following simultaneous regres- 
sion models which are assumed to hold for each 
sample company were estimated: 


AUDRLT = f(SIZE, PROFIT, GEAR, AGE, 


EXTRA, MONTH, OPERA) [1] 
Post-AUDRLT= f(AUDRLT, SIZE, PROFIT. 
GEAR, AGE) [2] 


As stated earlier, Post-AUDRLT is represented 
by either PRERLT or FINRLT, depending on 
which reporting lead time is being estimated.® 
Equation [1] is a function of audit-related factors 
and some corporate-specific factors that may af- 


The null hypothesis that there is no problem of simultaneity 
is rejected. The F-statistic for the PRERLT regression model is 
62.26 with p-value=0.0000, while that for the SqrtFINRLT 
model is 29.53 with p-value = 0.0000. 

SIn the context of simultaneous equation models, the jointly 
dependent variables (AUDRLT, PRERLT and FINRLT) are 
called endogenous variables, while those that are truly non-sto- 
chastic or can be so regarded (such as AUDRLT, SIZE, 
PROFIT and OPERA) are called exogenous variables. How- 
ever, because AUDRLT is both endogenous and exogenous to 
the system, it is called an exogenous regressor. 
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fect audit reporting lead time. The audit-related 
factors indirectly affect PRERLT and FINRLT. 


6. Empirical results, analyses and 
discussion 
6.1. Summary statistics 

Table 1 presents summary statistics of the vari- 
ables used in this study. Panel A of that table pre- 
sents the results of correlation and normality tests 
performed on the reporting lead times. A high and 
significant correlation exists among the three re- 
porting lead times; suggesting that each of them 
can be a surrogate measure of timeliness. The 
mean timeliness measured by earnings announce- 
ment date is only eight days longer than that 
measured by auditor’s report date. 

The results of a Shapiro-Wilk’s test mdicated 
that the distribution for each of the reporting lead 
times is fairly normal except that of FINRLT. For 
this reason a square foot of FINRLT (Sqrt- 
FINRLT) is used in all the regreession models. 
Also, a normal probability plot of the data on to- 
tal assets suggests that its distribution is not nor- 
mal. As a result, the measure of SIZE used in all 
the regression models is natural log transformed 
(LnSIZE). 

Table 2 indicates that about 98% of the sample 
companies submitted their audited annual reports 
to the ZSE by the required date in each case. An 
examination of the actual reporting dates indicated 
that these companies reported well in advance of 
the 160-day requirement of the ZSE. Only one 
company in the sample reported late, but was 
within the provisions of the Companies Act. Op- 
pong (1993) also noted a similar annual reporting 
behaviour of the companies listed on the ZSE. He 
observed that preliminary annual earnings 
information, and in several cases, the actual an- 
nual reports, were released by the end of the third 
month following their financial year-end. 


6.2. Regression analysis 

Before the models were estimated, the nature 
and the degree of multicollinearity among the ex- 
planatory factors and AUDRLT were assessed. 
Panel A of Table 3 presents the correlation matrix 
of the empirical indicants of the factors and 
AUDRLT. No pairwise correlation coefficient is 
higher than 0.80; as suggested by Gujarati (1995) 
this implies that multicollinearity is not a serious 
problem. Also, because many simultaneous esti- 
mation techniques break down in the face of mul- 
ticollinearity (see Farley and Leavitt, 1968: 366), a 
post-estimation variance-covariance matrix of the 
estimators (VCEs) of the PRERLT model is pro- 
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vided in Panel B of Table 3.° Like the results of 
the simple correlation procedure, the VCEs sug- 
gest that the degree of multicollinearity is not 
severe. 

Panel A of Table 4 reports the results of the 
PRERLT regression model. The F-statistic indi- 
cates an overall satisfactory fit which is significant 
at the 0.01 level. The coefficients of LnSIZE, 
PROFIT and AGE are all statistical-y significant 
at the conventional levels!®, and have the expected 
signs suggested by hypotheses H1, H2 and H7 
respectively. As expected, AUDRLT also influ- 
ences significantly (at the 0.01 level) waen a sample 
company announced its annual preliminary earn- 
ings. Though not significant, the positive sign on 
GEAR supports the school of thought that audit 
of debt is more time consuming than that of eq- 
uity, and as such, high-geared companies are likely 
to be late reporters. Thus, hypothests H3, based 
on the monitoring costs theory, is not supported 
by the data. 

The results of the SqrtFINRLT regression 
model are presented in Panel B of Table 4. While 
the overall fit of the model is not statistically 
significant, the coefficient of LnSIZE is significant 
at the 0.05 level. The coefficients of AUDRLT, 
PROFIT and AGE have the expected signs, but 
are not statistically significant in explaining how 
timely a sample company submitted its audited an- 
nual accounts to the ZSE. Again, no evidence was 
found to support the monitoring costs theory as 
speculated in hypethesis H3. 

Of the hypothesised relationships between 
AUDRLT and the seven exogenous variables in 
Equation [1], only those between AUDRLT and 
LnSIZE, OPERA, AGE and MONTH are sup- 
ported by the data (Table 4). The coefficients of 
LnSIZE and OPERA are statistically significant at 
the 0.05 level. On the other hand, those of AGE 
and MONTH are significant at the 0.10 level, but 
the MONTH variable has a ‘wrong’ sign. 

The reported results for Equation [2] in Table 4 
were subject to several diagnostic tests. First, a 
Pregibon’s goodness-of-link test was performed on 
both the PRERLT and SqrtFINRLT models.!! 
The null hypothesis that these models were mis- 
specified, and that some other significant explan- 


The VCEs of the SqrtFINRLT model (not reported) were 
the same as those of the PRERLT model. 

10Some researchers may argue that the 0.10 level for the co- 
efficients of PROFIT and AGE is too high for significance. 

llThe link test examines the fit of a hypothesised model. The 
test is based on the idea that if a model is prcperly specified; 
one should not find any additional significant irdependent var- 
iables except by chance. It involves a re-fitting of the model, 
but with the prediction and the prediction squared as explan- 
atory variables. The test is based on the sigrificance of the 
prediction squared. A hypothesised model is mis-specified, if 
the prediction squared has an explanatory pcwer (Pregibon, 
1979; Stata Corporation, 1999a: 186-190). For different esti- 
mation procedures of the link test, see Pregibon (1980). 
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Table 1 
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Summary statistics of the reporting lead times and the factors investigated (n—47) 


Panel A: Pearson correlation matrix and normality test of reporting lead time 


Reporting 

lead time AUDRLT  PRERLT  FINRLT 
AUDRLT 1.0000 0.8045** 0.4848** 
PRERLT 0.8045** 1.0000 0.6406** 


FINRLT 0.4848 ** 0.6406** 1.0000 


SqrtFINRLT 0.6441** — 0.7262**  0.8217** 


Shapiro- Wilk’s test for normality 
SqrtFINRLT  Z-statistic Significance 


0.6441 ** — 0.560 0.71216 
0.7262** 0.728 0.23319 
0.8217** 1.408 0.07957* 
1.0000 0.178 0.42931 


Panel B: Proxies, predicted directions and summary statistics of variables 
Variable Proxy of variable Direction Min. Max. Mean Std, dev. 


AUDRLT No. of days since financial year-end 
to the date of external auditor’s 
report 

PRERLT No. of days since financial year-end 
to the date of preliminary earnings 
announcement 

FINRLT No. of days since financial year-end 
to the date of receipt of final 
accounts by the ZSE 

SIZE Natural log of year-end total assets 

PROFIT Return on capital employed(%) 

GEAR Percentage of total assets financed 
by long-term (interest-bearing) debts 

EXTRA Extraordinary and/or contingent 
items 

MONTH Busy and non-busy audit seasons in 
Zimbabwe 

OPERA Different lines of business 

AGE No. of years since listing on the 
ZSE 


+ 17 115 61.70 22.09 
? 25 147 69.49 23.56 
? 34 176 85.15 32.98 
— 9.64 14.71 12.40 1.02 
— — 3.45 22.06 8.27 5.62 
? 0 85.81 9.79 16.04 
+ 0 1 0.87 0.34 
+ 0 1 0.53 0.50 
+ 1 9 3.08 1.82 
— ] 49 26.67 14.11 


+ Because the explanatory variables measure different effects on reporting lead time, the estimated coefficients 
will not be comparable in numerical terms (Ramanathan, 1995: 165-166). To be able to compare the 
numerical value of one regression coefficient with that of another, the variables in the regression models were 
standardised, as suggested in the econometrics literature, by subtracting the sample mean from the raw score 
(X,) and dividing the difference by the sample standard deviation as shown in the formula below: 


(X;—X,/S, 


where x, and s,denote the mean and standard deviation of the ith variable. According to Snee (1973) 
standardisation of variables has the following advantages: (i) regression coefficients are estimated within the 
range of the data, and are, therefore, estimated with maximum precision, (ii) computer round-off errors are 
minimised ; (iii) regression coefficients can be ranked in order of absolute values to determine which variables 
are most important: and (iv) collinearity problems among the explanatory variables are reduced. 


* p<0.10 (two-tailed). 
** p <0.01 (two-tailed). 


atory variables can be found was not supported by 
the link test. 

Second, the assumptions of constant variance, 
normality and independence of the residuals of the 
models were examined. To check for the constant 
variance assumption, a residual-versus-fitted plot 


was graphed for each model. The graphs for both 
models showed no discernible patterns in the data 
points, suggesting that the assumption of constant 
variance can be maintained for both models.” 


12In a well-fitted model, there should be no pattern to the 
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Table 2 
The Pattern and timeliness of annual flnancial reporting of the sample companies 


Companies with financial Companies expected to Companies actually reporting 
year ending in report by the end of T by the required date 
No. % No. % No. % 


Calendar month 


0.0 
6.4 
27.7 
0.0 
2.1 
10.6 
6.4 
6.4 
6.4 
6.4 
2.1 
25.5 


100.0 


January 
February 
March 
April 

May 

June 

July 
August 
September 
October 
November 
December 


Total 


— 


— 
— 
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+ This is based on the 160-day reporting requirement of the Zimbabwe Stock Exchange. 





Table 3 
Results of collinearity tests on empirical indicants of the factors investigated (n= 47) 


Panel A: Pearson product-moment correlation matrix 


x InSize Profit Gear Extra Month Age Audrlt 
LnSize 1.000 
Profit —0.344** 1.000 
Gear — 0.063 0.098 1.000 
Extra —0.173 0.017 — 0.129 1.000 
Month — 0.026 0.036 — 0.132 0.152 1.000 
Opera 0.264* —0.217 — 0.017 — 0.195 — 0.288 
Age — 0.166 — 0.004 0.069 — 0.089 — 0.117 1.000 
Audrit — 0.167 — 0.030 0.053 0.074 — 0.290* — 0.110 1.000 
Panel B: Variance-covariance matrix of the estimators of the PRERLT model T 

Audrit [nSize Gear Profit Age Constant 

Audrlt 1.0000 
LnSize 0.4691 1.0000 
Gear 0.1159 0.0715 1.0000 
Profit 0.2387 0.4096 — 0.0547 1.0000 
Age 0.3356 0.3042 — 0.0219 0.1457 1.0000 
Constant 0.0009 0.0020 0.0001 0.0008 0.0006 1.0000 


* p<0.1 (two-tailed). 


** p<0.05 (two-tailed). 


t The variance-covariance of the estimators of the SqrtFINRLT model (not shown here) were 
the same as those of the PRERLT model. 
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Table 4 


Two-stage least squares regression estimates 


Panel A: Preliminary earnings reporting lead time (PRERLT) as dependent variable 
Adj. R-squared | 


0.6259 
0.0798 


Equation 


Prerit (2) 
Audrit (1) 


Prerlt (2) 
Audrlt (+) 
LnSize (—) 


Audrlt (1) 
LnSize (—) 


Month (+) ft 
Constant 


Obs. Root MSE R-squared 
47 14.41230 0.6666 
47 ~ 0.95928 0.2198 
Coef. Std. Err. t 
13.535380 5.313707 2.547 
— 5.934335 2.596755 — 2.285 
2.077011 2.155319 0.964 
— 3.321124 2.344615 — 1.416 
— 3.160108 2.297586 = 1375 
69.479760 2.102249 33.050 
—0.2805792  0.1590211 — 1.764 
0.0000992 = 0.1456831 0.001 
—0.0616844 0.1532362 — 0.403 
—0.1955024 0.1462686 = 1.337 
0.2723621 0.1567812 1.737 
0.1010342  0.1502676 0.672 
—02548859 — 0.1513131 — 1.684 
—0.0019133  0.1399297 — 0.014 


P> |e]? 


0.007 
0.014 
0.341 
0.082 
0.088 
0.000 


0.042 
0.999 
0.344 
0.094 
0.045 
0.252 
0.050 
0.989 


Panel B: Final reporting lead time (SqrtFINRLT) as dependent variable 


Equation 


SqrtFinrlt (2) 
Audrit (1) 


SqrtFinrlt (2) 
Audrit (+) 
LnSize (—) 
Gear (7) 
Profit (—) 
Age (—) 
Constant 


Audrlt (1) 
LnSize (—) 
Gear (7) 
Profit(—) 
Age (—) 
Opera (+) 
Extra (+) 
Month (+) tf 
Constant 


Obs. Root MSE R-squared 
47 1.48400 0.2563 
47 0.95928 0.2198 
Coef. Std. Err. t 
0.2273118  0.5471575 0.415 
—0.4934600  0.2673903 — 1.845 
0.0179729  0.2219353 0.081 
—0.2358306  0.2414273 —0.977 
—0.2806695  0.2365847 — 1.186 
8.8304660 0.2164706 40.793 
—0.2805792  0.1590211 — 1.764 
0.0000992  0.1456831 0.001 
—0.0616844 0.1532362 — 0.403 
—0.1955024  0.1462686 = 337 
0.2723621  0.1567812 1.737 
0.1010342  0.1502676 0.672 
—0.2548859  0.1513131 — 1.684 
—0.0019133  0.1399297 — 0.014 


Adj. R-squared 


0.1656 
00798 


P>|t\7 


0.340 
0.036 
0.936 
0.167 
0.121 
0.000 


0.085 
0.999 
0.344 
0.094 
0.045 


- 0.252 


0.050 
0.989 


F-statistic 


5.16 
1.57 


231 


Prob > F 


0.0009 
0.1734 


[95% Conf. Interval] 


2.804135 


— 11.178590 
— 2.275744 
— 8.056170 
— 7.800178 

65.234180 


— 0.6022298 
~0.2945728 
~0.3716338 
—0.4913586 
~0.0447577 
~ 0.2029107 
—0.5609456 
—0.2849479 


F-statistic 


1.33 
1.57 


24.2666300 
— 0.6900824 


6.4297660 
1.4139230 
1.4799620 


73.7253300 


0.0410714 
0.2947711 
0.2482651 
0.1003539 
0.5894819 
0.404979 1 
0.0511737 
0.2811213 


Prob > F 


0.2715 
0.1734 


[95% Conf. Interval ] 


— 0.8776953 
— 1.0334660 
— 0.4302345 
— 0.7234029 
— 0.7584619 


8.3932950 


— 0.6022298 
— 0.2945728 
— 0.3716338 
— 0.4913586 
— 0.0447577 
—0.2029107 
— 0.5609456 
— 0.2849479 


1.3323190 
0.0465458 
0.4661803 
0.2517417 
0.1971230 
9.2676370 


0.0410714 
0.2947711 
0.2482651 
0.1003539 
0.5894819 
0.4049791 
0.5117370 
0.2811213 


t The p-values are for one-tailed tests except that for the GEAR variable which ts for a two-tailed test 


because its hypothesis is specified in a non-directional manner. 


tt To isolate the partial effect of each of the busy audit seasons (DEC and MAR) and that of the non-busy 
audit season (OTHERS), the models were re-estimated with these variables included as an additional set of 
explanatory variables. The results (not reported here) indicated that only the coefficient of OTHERS was 
significant (t-statistic = 1.309, p-value = 0.097). The MAR dummy variable was, however, dropped by 
the statistical software used because too many parameters were included in the models vis-a-vis the number 


of observations. 
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A Shapiro-Wilk’s test for normality of the esti- 
mated residuals indicates that the normality as- 
sumption is not violated. The hypotheses that the 
residuals of the PRERLT and the SqrtFINRLT 
models are not normally distributed are rejected at 
the 0.05 level. However, the assumption that the 
residuals of the models are independent can not be 
maintained. The results of a non-parametric One- 
sample runs test of randomness suggest that the 
residuals are negatively serially correlated (see 
Geary, 1970 for relative efficiency of the runs 
test). The Z-statistics (p-values) for the models 
with PRERLT and SqrtFINRLT as dependent 
variables are —0.73 (0.4600) and —0.14 (0.8990) 
respectively. 


6.3. Discussion of regression results. 

The results show a significant inverse relation- 
ship between LnSIZE and both PRERLT and 
SqrtFINRLT. The negative coefficient of LnSIZE 
signifies that larger companies are more prompt 
reporters than smaller companies. These results 
could be that because large companies in Zim- 
babwe are affiliated with multinational corpora- 
tions, and so they tend to have access to modern 
technology and are able to produce their accounts 
on a timely basis. 

Another explanation is that large companies 
tend to have strong, internal control systems and 
efficient audit committees, and as a result, auditors 
spend less time in conducting compliance and sub- 
stantive tests. These results corroborate the con- 
clusions in Dyer and McHugh (1975); Davies and 
Whittred (1980); Givoly and Palmon (1982); Frost 
and Pownall (1994); and Abdulla (1996). 

The negative sign of the PROFIT variable in 
both models suggests that successful companies 
(those with good news) report more promptly 
relative to their counterparts with poor operating 
results (those with bad news). This result is not 
surprising given the tendency of stock markets to 
reward profitable companies more than they 
reward unprofitable ones. Profitable companies, 
therefore, have the incentive to inform the public 
of their superior performance by releasing their 
annual reports quickly. A complementary view is 


estimated residuals plotted against predicted values (Stata Cor- 
poration, 1999b: 189). 

Because standard errors are biased when estimated resid- 
uals are serially correlated, a 2SLS regression with robust stan- 
dard errors was run. The robust 2SLS analysis relaxes the in- 
dependence assumption (Stata Corporation, 1999c: 257). The 
results of the robust regression (not reported here) were not 
significantly different from those reported in Table 4. However, 
for the PRERLT model, while the coefficient of GEAR became 
statistially significant at the 0.10 level, that of the AGE variable 
lost its statistical significance. And for the SqrtFINRLT model, 
the coefficient of PROFIT became a significant explanator of 
the timely reporting behaviour of the sample companies. The 
results of the robust regression (not reported here) for the 
AUDRLT model were the same as those reported in Table 4. 
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that because companies reporting losses are viewed 
relatively as risky, auditors tend to do more sub- 
stantive tests to avoid any potential future legal 
suit. This, in turn, prolongs a client company’s re- 
porting lead time. While the negative relationship 
between profitability and timely reporting found in 
this study is consistent with the conclusions in 


—Courtis (1976), Lawrence (1983), Whittred and 


Zimmer (1984) and Abdulla (1996), it contradicts 
those reported in Dyer and McHugh (1975) and 
Garsombke (1981). 

The significance of the nature of the relationship 
between AUDRLT and PRERLT confirms Givoly 
and Palmon’s (1992:491) assertion that the ‘single 
most important determinant of the timeliness of 
the earnings announcement is the length of the au- 
dit.’ This finding is also consistent with that of 
Simnett et al. (1995). In contrast, while the 
relationship between AUDRLT and SqrtFINRLT 
is positive, it is not statistically significant. The re- 
sult, however, does not contradict nor diminish the 
strength of Givoly and Palmon’s (1992) assertion. 
Rather, it suggests that there are other factors such 
as delay by printing houses in Zimbabwe that 
might be responsible for the delay in releasing the 
final annual report to the public. 


7. Conclusions, limitations and 
implications for future research 


This article reports the results of a study which 
examined the pattern and timeliness of financial 
reporting practices of 47 listed companies in Zim- 
babwe. The study also investigated the factors that 
influenced timely reporting of these companies. 
The descriptive analysis indicates that about 98% 
of the sample companies reported within the reg- 
ulatory stipulated time period (i.e., 160 days after 
a company’s financial year-end). The study also 
found that preliminary earnings announcement 
date, audit reporting date and the date on which 
final accounts are released are not identically the 
same, but correlate significantly with each other. 

The results of a 2SLS regression show that time- 
liness in reporting by ZSE listed companies is im- 
fluenced by their size (measured by total assets), 
profitability (measured by ROCE), age and audit 
reporting lead time, depending on how the de- 
pendent variable (Post-AUDRLT) of the specified 
model is measured. While company size, profita- 
bility, company age and audit reporting lead time 
affected how fast a sample company announced its 
preliminary earnings (PRERLT), only size influ- 
enced the timeliness by which a sample company 
released its final audited annual report (FINRLT). 
The results of a 2SLS regression with robust stan- 
dard errors indicate that both company size and 
profitability are significant predictors of timely re- 
porting in Zimbabwe, regardless of how timeliness 
is measured. 
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The above findings and conclusions are subject 
to a number of limitations. First, the results of this 
study should not be generalised to financial com- 
panies listed on the ZSE. Second, this study did 
not consider all relevant factors that might affect 
timeliness in reporting, such as the use of audit 
committees by sample companies, quality of their 
internal control systems and the effects of cross- 
listing, due to either lack of data on these variables 
in Zimbabwe or the difficulty in measuring them. 
These factors merit exploration in future research 
work on timeliness. 

Third, the functional form of models examining 
the relationship between timeliness and its deter- 
minants warrants further investigation. It is not 
likely that the relationship will always be linear. 
Future research studies may consider non-linear 
models. Fourth, the size of the sample used in this 
study is small. Future research may extend the sta- 
tistical design employed in this study to other 
emerging economies or developed economies 
where a large sample size is likely to be obtained. 

Finally, this study investigates the timely re- 
porting behaviour of ZSE listed companies at a 
particular point in time. Future research may ex- 
amine the same sample of companies over a period 
of time to ascertain the trend in their timely re- 
porting behaviour. 
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Book Reviews 


The Economics of Executive Compensation (Vol- 
umes I & ID Kevin F. Hallock and Kevin J. Mur- 
phy. Edward Elgar, 1999. £280 


The Economics of Executive Compensation is a col- 
lection of 45 of the most influential publications 
on the subject of managerial pay. The articles are 
collected into a single two-volume set (each vol- 
ume containing about 600 pages). Professors Hal- 
lock and Murphy claim that the Economics of 
Executive Compensation is designed to serve as an 
overview and reference guide for graduate stu- 
dents, faculty, other researchers, and practitioners 
interested in the executive compensation literature. 
There is no doubt that in this collection of papers 
Hallock and Murphy have achieved their goal. 
The papers included in these two volumes are in- 
deed the most widely cited, influential and author- 
itative papers on the subject. Although it is always 
possible to speculate that other papers could have 
been included, it would be difficult, I think, to ar- 
gue that any of the included papers in this work 
should have been excluded. Overall, this excellent 
collection should be on the book-shelf of anyone 
seriously interested in the economics of executive 
pay literature. 

The 45-paper, two-volume set is grouped into 
nine separate categories. Volume I covers the fol- 
lowing material: the Theoretical Foundations of 
Executive Pay; Executive Compensation and Com- 
pany Performance; Relative Performance Evalua- 
tion; and the Determinants of Executive Compen- 
sation. Volume I certainly covers the core issues in 
the executive pay literature. Volume II is more 
eclectic and covers the following subjects: the Ef- 
fects of Executive Pay; Accounting Measures in 
Executive Contracts; CEO Turnover; CEO Pay In- 
ternationally; and Economic Environments and 
Executive Pay. These categories are useful, but as 
the authors note, many of the included papers do 
not fit neatly into one compartment and indeed 
can span more than one category. 

The rigorous criterion for including a paper in 
the Hallock-Murphy collection is one of the 
strengths of this work. The authors compiled over 
500 published articles that related to executive 
compensation, incentives, contracts, agency theory 
and the managerial labour market. To assess the 
importance of the papers, each was ranked ac- 
cording to citations and citations per year based 
on data from the Social Science Citation Index 
over the period 1971 to 1996. They generally in- 
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cluded the most widely cited papers in each of their 
nine categories together with some newer papers 
that have yet to build up a sufficient citation 
count. In addition, they include some older but 
important pioneering work that they claim are 
‘thinly cited’! 

An important feature of these volumes is the 
disciplinary focus of economics, finance and ac- 
counting. The authors admit that they ‘have given 
short shrift to influential papers from organisa- 
tional behaviour and sociology’, and J suspect that 
researchers from these backgrounds may be dis- 
appointed by the focus of these volumes. In ad- 
dition, current (well known) working papers and 
forthcoming publications were explicitly excluded 
from inclusion. However, all this adds-up to a well 
defined set of papers with an economics/account- 
ing/finance bias which serve as an important re- 
source for current and future research on executive 
pay. 

To assess the contribution of this work, one 
should focus on where the added value lies. Im- 
portantly, the authors have collected in one place 
the classic research papers on executive compen- 
sation. It is difficult to do justice to all the topics 
that are contained in these volumes and so a fla- 
vour will have to suffice. Volume I includes key 
theoretical papers with a strong focus on the im- 
portance of agency theory as the foundation of 
executive pay research, principal-agent theory and 
optimal incentive contracts. The basic idea is that 
compensation plans are designed to align the in- 
terests of shareholders with self-interested execu- 
tives. There are papers by Michael Jensen, William 
Meckling, Bengt Holmstrom, Sanford Grossman, 
Oliver Hart, Ed Lazear, Sherwin Rosen, Eugene 
Fama and Bob Gibbons. There is a robust treat- 
ment of the executive pay and company perform- 
ance literature, especially the inclusion of the clas- 


` sic paper in this area by Mike Jensen and Kevin 


Murphy that originally appeared in the Journal of 
Political Economy in 1990. This paper established 
the now well-known (and much cited) result that 
CEO wealth changes by (only) about $3.25 for 
every $1,000 dollar change in shareholder wealth. 
Jensen and Murphy concluded that the estimated 
pay for performance sensitivity was ‘too low’ to 
provide meaningful managerial incentives. The 
relationship of pay to performance remains an im- 
portant theme in compensation research. 

Volume II includes papers on the effects of CEO 
pay. If compensation plans ameliorate the conflicts 
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of interests between shareholders and managers, 
then one might conjecture that greater financial in- 
centives may result in superior company perform- 
ance. The assembled papers, on balance, provide 
surprisingly little direct evidence for this claim that 
higher pay for performance sensitivities lead to 
higher company performance. The papers include 
those by Robert Masson, John Abowd, James 
Brickly, Sanjai Bhagat and Ronald Lease. Volume 
[I also contains a section on accounting measures 
in executive contracts which highlights the ways 
managers (agents) can potentially game their 
environment for personal advantage. Bonuses paid 
on accounting performance are a common feature 
of executive compensation contracts. Typical bo- 
nus plans will contain a floor where no bonus is 
payable until some target (threshold) level of 
performance is met. The bonus is then ‘capped’ at 
a certain higher level of performance. 

The volume includes Healy’s 1985 seminal arti- 
cle on earnings manipulation, which predicted that 
managers performing below the threshold or 
above the cap will select accounting procedures 
and accruals that reduce current reported earnings 
and boost future earnings. Healy concluded that 
managers do adopt income-decreasing accruals 
when performing below the threshold or above the 
bonus cap. Also, they adopt income-increasing ac- 
cruals between the target threshold and the bonus 
cap. Included in the volume are additional papers 
by Rob Holthausen, Rick Lambert, Richard Sloan 
and David Larker which re-examine and provide 
further evidence on this subject. 

In conclusion, this publication will be important 
for compensation researchers for two reasons. 
First, it collects in one place many important pay 
articles. Some have been highlighted above and 
there are many more in the two volumes. Second, 
although the literature on executive compensation 
is rapidly progressing, the assembled articles are 
standards (and many classics) which should be 
tackled by researchers. Professors Hallock and 
Murphy have, therefore, supplied a comprehensive 
introduction to the economics of executive com- 
pensation and in so doing have provided the 
stimulus for further research. 


University of Warwick Martin Conyon 


Corporate Governance. Edited by Kevin Keasey, 
Steve Thompson and Mike Wright. Edward Elgar 
Publishing Ltd, Cheltenham, 1999. xxx + 2,424pp. 
£490. 


This edited collection of previously published 
work comes as a four-volume set and must surely 
represent one of the best attempts to date at pro- 
ducing the definitive review of the corporate gov- 
ernance literature. Containing 78 papers drawn 
from 37 journals (and several books) in subject ar- 
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eas as diverse as economics, law, finance, account- 
ing, strategy, management, human resources, and 
public administration, and including a healthy mix 
of both US and non-US studies, it is just about as 
comprehensive as it is possible to get. But it is not 
just the breadth of coverage that singles this book 
out as special. More important still is the way that 
the editors have succeeded in adding substantial 
value beyond that of the constituent papers 
through their careful selection, organisation and 
presentation of such a diverse range of material. 
Moreover, the fact that they have not always 
opted for the most obvious paper on a given topic 
ensures that even the more widely read corporate 
governance enthusiasts are sure to find something 
new. 

The four volumes are organised in such a way 
that they guide the reader naturally and effort- 
lessly through the extensive and disorderly body 
of work that characterises the governance litera- 
ture. In so doing, the editorial team has succeeded 
in adding much needed structure to the bewilder- 
ing array of research in this area. In addition, de- 
spite the rapid pace at which the corporate gov- 
ernance literature is developing, the clever choice 
of papers and the carefully crafted unifying frame- 
work ensure that this book will remain both 
informative and stimulating for many years to 
come. A brief review of each of the four volumes 
is presented below. 

Volume 1 (Aspects of Corporate Governance) is 
organised in three parts. Parts I and II set the 
scene and define the boundaries, providing a con- 
text and motivating the demand for effective cor- 
porate governance. The multi-disciplinary ap- 
proach that is a hallmark of the book is apparent 
from the start, with these sections containing pa- 
pers from the fields of economics, finance, law and 
management. These include several modern ‘clas- 
sics’ such as Jensen’s 1993 Journal of Finance pap- 
er and Hart’s 1995 Economic Journal paper, inter- 
spersed with less high profile but equally interest- 
ing papers by Albert Hirschman, Mark Roe and 
Thomas Jones. As well as helping to reconcile of- 
ten disparate literatures, the chapters serve to 
highlight the debate over exactly what the legiti- 
mate concerns of corporate governance are (or 
should be). The volume concludes in Part HI with 
a series of papers examining the key issue of the 
interactions between governance, strategy and en- 
terprise. The three papers in this section are 
empirical in nature and cover topics such as the 
impact of board composition and external control 
on R&D spending. 

Volumes 2 and 3 present a systematic treatment 
of the primary mechanisms of corporate gover- 
nance. An emerging theme throughout the two 
volumes is the need to view these alternative gov- 
ernance componenis not in isolation, but as part 
of an interrelated package of mechanisms that in- 
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teract with one another to deliver an optimal so- 
lution to the governance problem. Volume 2 (Gov- 
ernance Mechanisms Part D) consists of three parts. 
Part I covers ownership structure and control, 
while Parts Ú and HI deal with the governance 
roles of capital structure and institutional share- 
holders, respectively. Again, the choice of papers 
is a refreshing and balanced mix of seminal work 
(e.g., Berle and Means, 1933; Jensen and Mec- 
kling, 1976; Fama and Jensen, 1983) and less well- 
known papers. Volume 3 (Governance Mechanisms 
Part IT) continues the review of the key gover- 
nance mechanisms. Part I contains six papers re- 
lating to aspects of the board of directors. The 
treatment is again broad and, while I would have 
liked to have seen at least one of the papers on 
outside directors from the Journal of Financial Ec- 
onomics) (e.g., Weisbach, 1988) included in this 
section, the chosen papers work well together as a 
group. Part II on directors’ remuneration contains 
all the key papers that one would hope to find, 
including the seminal work by Jensen and Murphy 
(1990, Journal of Political Economy). Part HI con- 
tains a unique collection of papers on industrial 
organisation and the design of internal governance 
structures, which serve to raise important issues in 
relation to the boundaries between firms and mar- 
kets. The section begins with two papers that ad- 
dress the fundamental question of why firms exist 
(Coase, 1937; Alchian and Demsetz, 1972), before 
moving on to examine the features of internal and 
industrial organisation in greater detail. The con- 
cluding section (Part IV) contains four papers on 
the governance of cross-national enterprises. 
Given the increasing trend towards the global- 
isation of business and the associated control 
problems that arise, this section deals with 
extremely timely yet often overlooked issues in the 
governance debate. As such, it represents yet an- 
other example of the book’s stimulating and orig- 
inal treatment of existing material. One obvious 
omission from the list of governance mechanisms 
examined in volumes 2 and 3 is the market for 
corporate control. Instead, the editors have chosen 
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to deal with this subject in volume 4, possibly in 
recognition of the fact that its efficacy as a 
mechanism of managerial control still remains 
open to debate. 

Volume 4 (Responses to Governance Issues) con- 
siders how governance mechanisms impact on the 
entrepreneurial actions of firms and comprises six 
chapters. Once again, the choice of subject areas 
and the presentation of material within these areas 
is both comprehensive and thought-provoking. 
Part I deals with the frequently overlooked aspects 
of financial disclosure and auditing and examines 
their roles in helping to deliver managerial 
accountability. My only criticism here is that the 
contracting role of accounting information might 
have been given a more prominent role. Parts II 
and III cover the market for corporate control and 
the governance aspects of corporate restructuring, 


` respectively. Part IV consists of two papers dealing 


with issues related to the cross-ownership of en- 
terprises, while Part V fully embraces the stake- 
holder perspective in its examination of employee 
involvement in the governance process. As one 
might expect, the papers in these latter two sec- 
tions have a significant international flavour. Last, 
but by no means least, Part VI presents a collec- 
tion of papers dealing with issues of governance in 
the public sector. 

And so to the issue of cost. With a price tag of 
almost £500, it clearly requires a more substantial 
investment than the average book on corporate 
governance that one finds in university bookshops. 
Then again, of course, it is not like the average 
corporate governance book. As a source of refer- 
ence material, it should prove extremely useful. As 
a way of organising one’s thoughts, both for re- 
search and teaching purposes, it should prove in- 
valuable. And as a stimulus for developing and 
exploring new ideas in the area of corporate gov- 
ernance, it will prove difficult to beat. Conclu- 
sion—good value at twice the price! 


Lancaster University Steven Young 
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The investment opportunity set and the 
voluntary use of outside directors: New 


Zealand evidence 


M. Hossain, S. F. Cahan, M. B. Adams* 


Abstract—This study examines whether the composition of boards of directors differs between high and low growth 
firms. Based on prior research, we hypothesise that firms with greater investment opportunities require more mon- 
itoring because managers in these firms have more discretion both m selecting investments and allocating resources 
between investments, Because outside directors can be more effective monitors than inside directors, we predict 
that outsiders will make up a larger proportion of the board in high growth firms than in low growth firms. Using 
a cross-sectional sample of 77 New Zealand firms, our results suggest that the percentage of outside directors is 
related to growth for two of the four measures of investment opportunities which we employ. As expected, the 
percentage of outside directors is also related to a composite measure of investment opportunities. 


1. Introduction 


The corporate governance role played by outside 
directors has been a topic of considerable contro- 
versy in both the academic and professional litera- 
ture (e.g., Fama and Jensen, 1983; Bhagat and 
Black, 1997; Shleifer and Vishny, 1997; Klein, 
1998). Fama and Jensen (1983), among others, ar- 
gue that independent or outside directors can ef- 
ficiently and effectively control management in 
agency settings where ownership and management 
are separate. For example, Klein (1998, p. 301) re- 
ports that ‘firms increasingly are replacing their in- 
side directors with outsiders ... primarily [due] to 
external pressures from groups (for example, 
shareholder activists and the financial press) who 
actively advocate the perceived benefit of ... firms 
having boards totally independent from manage- 
ment.’ Therefore, outside directors are valued be- 
cause their interests are more closely aligned with 


“Mabmud Hossain is Assistant Professor at Nanyang 
Technological University. Steven F. Cahan is Professor at Mas- 
sey University. Michael B. Adams is Professor at the University 
of Wales—Swansea. The authors appreciate the comments of 
workshop participants at University of Exeter, Macquire Uni- 
versity and Nanyang Technological University. Financial sup- 
port received from the Massey University Research Fund is 
also very much appreciated. Correspondence should be ad- 
dressed to Professor Adams at the European Business Manage- 
ment School, University of Wales —Swansea, Singleton Park, 
Swansea SA2 8PP. E-mail: m.b.adams@swansea.ac.uk 
The final version of this paper was accepted in March 2000. 

'Others question the ability of outside directors to objectively 
monitor corporate decisions. For example, Patton and Baker 
(1987) point out that outside directors are usually nominated 
and appointed by top management, and often hold only a triv- 
ial fraction of the firm’s shares. 


the owners when compared to inside directors who 
hold positions in the firm and who may have 
incentives to pursue activities that do not increase 
firm value.! 

Numerous studies (e.g., Byrd and Hickman, 
1992; Brickley et al., 1994; Agrawal and Knoeber, 
1996) examine the determinants of board com- 
position and/or the effectiveness of outside direc- 
tors.? However, none of these studies focus 
explicitly on the link between a firm’s investment 
opportunities and the composition of its board. 
This is surprising, as board structure is likely to be 
endogenously determined and is likely to be re- 
lated to the firm’s growth options. For example, 
prior research (e.g., Smith and Watts, 1992; Gaver 
and Gaver, 1993; Skinner, 1993; Baber et al. 1994) 
find that contracting mechanisms related to capital 
structure, dividend policy, compensation and ac- 
counting policies are related to the firm’s invest- 
ment opportunity set (IOS). In other words, be- 
cause there are cross-sectional differences in 
investment options, and different investment op- 
tions imply variations in the levels and types of 
agency costs, firms will choose several contracting 
mechanisms to efficiently address these costs. 

We argue that board structure is another con- 
tracting mechanism. that can be used to reduce 
agency costs. Accordingly, we expect to find cross- 
sectional variation in the proportion of outside di- 
rectors on the board, and this variation should be 
a function of the firm’s IOS. Using a final sample 
of 77 New Zealand-based firms, we. find that the 


2See Bhagat and Black (1997) and Shleifer and Vishny (1997) 
for reviews of this literature. 
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proportion of outside directors is positively related 
to two of three common measures of IOS. In ad- 
dition, we find that board composition is inversely 
related to control variables for low inside owner- 
ship and firm size and positively related to control 
variables for leverage and the number of board 
meetings per year. In contrast, a control variable 
for Chief Executive Officer (CEO) tenure does not 
appear to be an important determinant of board 
composition for our sample. Overall, our results 
add to the literature by showing that corporate 
governance is another managerial policy issue that 
is affected by IOS. 

We divide the rest of the study into five more 
sections. Section 2 develops our hypothesis. Sec- 
tion 3 provides background information on the in- 
stitutional environment in New Zealand. Section 4 
describes the research design, including the sources 
of data, the statistical model used and the 
measurement of the variables. Section 5 presents 
the results, while Section 6 summarises and con- 
cludes the paper. 


2. Hypothesis 


Myers (1977) argues that firm value consists of two 
main elements. These are: I/rea/ assets (called as- 
sets-in-place) which are valued independently of 
managers’ future discretionary investment, and 2/ 
real options (assets yet to be acquired) where the 
value of real options depends on future discretion- 
ary investments. Examples of the latter include ex- 
pansion projects, new products, business acquisi- 
tions and marketing programmes (Gaver and 
Gaver, 1993). 

Alchian and Woodward (1988) define IOS dif- 
ferently than Myers (1977). They view IOS as be- 
ing related to a resource’s ‘plasticity’ and moni- 
toring costs. They defined investments as plastic if 
they have ‘a wide range of discretionary, legitimate 
decisions within which the user may choose or that 
an observer can less readily monitor the choice’ 
(Alchian and Woodward, 1988, p. 69). In compar- 
ing drug and steel manufacturing firms in the 
United States (US), Alchian and Woodward 
(1988) indicate that the former had wider initial 
options to control decisions about resources than 
the latter. The activities of drug companies may 
also be difficult to monitor and control because of 
the specialised nature of their activities. 

When managers have special information or 
specific knowledge about investment options, it 
can be efficient to let them choose which options 
to pursue (e.g., Jensen and Meckling, 1995). How- 
ever, in such cases, agency costs also increase be- 
cause managers may not always have incentives to 
maximise firm value (e.g., see Brickley et al., 1997). 
For example, managers may have incentives to 
empire-build by making diversified acquisitions 
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that reduce firm value. Gaver and Gaver (1993, p. 
129) write: 

Als the proportion of firm value repre- 
sented by growth opportunities (as opposed 
to assets in place) increases, the observability 
of managerial actions decreases. This is be- 
cause it is difficult for outside shareholders, 
without the inside information and special- 
ized knowledge of managers, to ascertain the 
menu of investment opportunities available 
to the firm.’ 

When the principal delegates to an agent the 
right to initiate and implement decisions. it is im- 
portant for the principal to retain decision control 
authority, Le., the right to ratify and monitor 
decisions (e.g., Fama and Jensen, 1983; Brickley et 
al., 1997). Because managers have to make and 
implement more imvestment decisions when 
growth options are high, we expect that monitor- 
ing would increase to counteract the increase in 
managerial discretion.’ Oversight by boards of di- 
rectors, particularly outside directors, is a common 
and generally effective form of monitoring (e.g., 
see Fama and Jensen, 1983). 

In addition, we expect monitoring by directors, 
who represent shareholders’ interests, to be a 
particularly important form of monitoring in high 
growth firms because these firms rely mcre on eq- 
uity financing than low growth firms. To be spe- 
cific, Myers (1977) contends that agency costs of 
debt will be lower when firms have more real assets 
than real options because assets-in-place are 
generally acquired for specific business purposes. 
This constrains managerial discretion and lowers 
borrowing costs. On the other hand, real options 
can lead to underinvestment in the presence of 
fixed debt because debtholders have a priority 
claim to the cash flows arising from pcsitive net 
present value (NPV) projects (Myers, 1977). To 
control for underinvestment, Myers (1977) pre- 
dicts that firms with more investment oppor- 
tunities are likely to use equity rather than debt 
financing, and in their studies Smith and Watts 
(1992) and Gaver and Gaver (1993) find an inverse 
relation between IOS and debt/equity ratios. 

While agency problems between shareholders 
and debtholders are minimised when less debt is 
used, in high growth firms, conflict between share- 
holders and managers will increase as equity fi- 
nancing puts fewer restrictions on management 
activity relative to covenant-based debt (Skinner, 
1993). Because the value of high growth firms is 


4Another way to address these agency costs is te better align 
the managers’ and shareholders’ interests. For example, both 
Smith and Watts (1992) and Gaver and Gaver (1993) find a 
positive relation between IOS and the incidence of market- 
based incentive contracts in the US corporate sector. In New 
Zealand, however. market-based incentive contracts are rela- 
tively rare. 
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dependent upon managers’ discretionary invest- 
ment decisions, absentee shareholders will put in 
place ex ante mechanisms, such as outside direc- 
tors, to monitor the initiation and implementation 
of decisions by management. Thus, we 
hypothesise: 


HI Ceteris paribus, the proportion of outside direc- 
tors on the board will be positively related to the 
level of IOS. 


3. Institutional environment 


An important factor which is likely to influence the 
relation between board composition and IOS is the 
institutional environment in which the corporation 
operates (Smith and Watts, 1992). We argue that 
the institutional environment in New Zealand 
helps to provide a clean and powerful test of the 
IOS hypothesis for two reasons. 

First, recent changes in New Zealand’s company 
law have clarified and codified directors’ duties. 
For example, the Companies Act 1993, which be- 
came effective 1 July 1994, requires that directors: 
1. act in good faith and in the best interests of the 
company; 2. exhibit care, diligence, and skill that 
a reasonable person would exercise; 3. avoid con- 
flicts of interest; and 4. exercise their powers for 
legitimate corporate purposes. 

The new Companies Act also increased direc- 
tors’ responsibilities regarding distributions to 
shareholders, repayments to creditors, and the 
accuracy of the company’s financial statements. 
For example, under section 52 of the Companies 
Act 1993, directors are required to certify that the 
company will satisfy a solvency test before au- 
thorising a distribution (1.e., dividends) to share- 
holders. Likewise, directors now must ensure that 
financial statements of the reporting entity comply 
with applicable financial reporting standards (.e., 
generally accepted accounting practice). 

These changes were brought about by problems 
with the previous companies law, 1.e., the Com- 
panies Act 1955. For example, in 1989 the Law 
Commission noted that ‘the present [company] law 
relating to duties of directors is inaccessible, un- 
clear, and extremely difficult to enforce’ (quoted i in 
Hodder, 1993, p. 38). Thus, by specifying direc- 
tors’ duties, the Companies Act 1993 highlights the 
director’s monitoring role in corporate gover- 
nance. In addition, because the monitoring func- 
tion falls on the outside directors, the Companies 
Act 1993 sharpens the distinction between inside 
and outside directors, and this strengthens the 
power of our tests. 

Second, unlike the US where there have been 
several proposals to require boards with a majority 
-or super-majority of outside directors (see Bhagat 
and Black, 1997, for a review), there have been no 
similar proposals in New Zealand. This is impor- 
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tant because rather than adding outside directors 
to reduce agency costs, US firms may also add out- 
side directors to avoid attention from activist 
shareholder groups. More simply, at least some 
US firms may use outside directors for cosmetic 
reasons or as “‘window-dressing’. Thus, using New 
Zealand data, we avoid this competing hypothesis 
and so provide a cleaner test of the TOS 
hypothesis. 


4. Research design 


4.1. Sample selection 

The sample used in this study initially comprised 
80 firms selected from the 129 companies listed on 
the New Zealand Stock Exchange (NZSE) as at 31 
December 1995 and Included in the Share Market 
Review (1995) published by the NZSE. The sample 
consists of firms that: 1. responded to our written 
request for annual reports for the year of 1995; 
and 2. agreed to participate in a postal question- 
naire survey requesting information about the eq- 
uity ownership structure, board composition and 
characteristics of board of directors. Ninety-four 
firms responded to our requests for annual reports. 
Of the 94 firms, 80 firms agreed to participate in 
the postal survey. However, this sample was re- 
duced to 77 firms after three firms were excluded 
as outliers (see Section 5). Thus, our final sample 
covers approximately 60% of the companies listed 
on the NZSE in 1995. 

Financial data items were extracted primarily 
from the published annual reports and supple- 
mented with information obtained from Datex, a 
NZ financial information provider, and survey re- 
sponses, While we examined early and late re- 
sponses and detected no statistical differences in 
their responses, if non-respondents have system- 
atically weaker corporate governance system (e.g., 
use less outside: directors), the research findings 
may not be generalisable to all NZ firms. There- 
fore, we recognise this as a limitation of our re- 
search design. 


4.2. Variables 

Outside directors are one of several internal 
mechanisms (e.g., stock option plan, auditing, vol- 
untary disclosures) that a firm could use to control 
agency problems and improve firm value. Because 
the use of outside directorships may be correlated 
with other internal monitoring mechanisms, as 
they are all driven by a common firm-specific fac- 
tor—IOS (Rediker and Seth, 1995), corporate gov- 
ernance decisions are likely to be made simul- 
taneously within the firm. However, Smith and 
Watts (1992), Gaver and Gaver (1993) and Bar- 
clay and Smith (1995) argue that allowing for in- 
terdependencies (simultaneity) among policy vari- 
ables would require specification of a system of 
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simultaneous equations. At present the IOS litera- 
ture does not provide adequate insights or direc- 
tion to allow us to identify the appropriate struc- 
tural form of this system of equations, and we 
adopt the approach used in much of the prior 
literature, 1.e., we examine a single corporate pol- 
icy decision and assume IOS is pre-determined.* 

In line with Smith and Watts (1992), Skinner 
(1993), Barclay and Smith (1995) and Mian (1996), 
we specify the board structure-IOS relation using 
a reduced form Ordinary Least Squares (OLS) 
model where the proportion of outside directors 
on the board is the dependent variable and IOS is 
an independent variable. However, because IOS 1s 
not the only determinant of board composition, 
we control for other determinants of board struc- 
ture in our OLS model. 


4.2.1. Dependent variable 

We define the proportion of outside directors on 
the board (DIR) as the number of independent 
outside directors on the board divided by the total 
number of directors on the board. Independent 
outside directors are board members who: 1. are 
not an active or retired employee of the firm, and/ 
or 2. do not have close business ties with the firm 
(e.g., a consultant or supplier). While our measure 
distinguishes between affiliated outside directors 
and independent outside directors (e.g., as in Lee 
et al., 1992), we collect this data by a postal ques- 
tionnaire rather than from annual reports or proxy 
statements as most US studies have done. We use 
postal questionnaires because disclosures about di- 
rectors in New Zealand are limited and because 
we wanted to collect information on CEO tenure 
and the number of board meetings per year (see 
Section 4.2.3). However, we did check the reli- 
ability of the data obtained from the postal survey 
by comparing them with data derived from the an- 
nual reports for a sub-sample of firms. We de- 
tected no significant discrepancies.° 


4.2.2. Independent variable—IOS 
IOS is measured by various proxies employed in 
the prior research. We use four of the most com- 


4Titman and Wessels (1988), Jensen et al. (1992), and Agra- 
wal and Knocber (1996) are examples of studies that use a 
simultaneous equation framework. However, Smith and Watts 
(1992: 269) also comment that if ‘the structure they use is cor- 
rect, the power of their estimates is increased, but if their struc- 
ture is incorrect, they impose bias. Given our current knowl- 
edge of these empirical relations, we believe progress is better 
served by documenting robust empirical relations between pol- 
icy parameters and exogenous variables before attempting to 
subdivide the relations into component effects.” 

5A copy of the questionnaire is available from the first author 


on request. 
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mon, specifically: 1. market value of the firm to 
book value of assets (e.g., Smith and Watts, 1992; 
Barclay and Smith, 1995; Baber et al., 1996); 
2. market to book value of equity (e.g., Gaver and 
Gaver, 1993; Lang et al., 1996) 3. price-earnings 
(P/E) ratio (e.g., Smith and Watts, 1992; and 
Gaver and Gaver, 1993); and 4. an ex-post 
measure, asset growth (e.g., Pilotte 1992). 

The market value of the firm to book value as- 

sets, MK TBKA, is a measure of the percentage of 
firm value attributable to assets-in-place. This 
measure assumes firms with more growth options 
will have market values far in excess of their book 
values. MKTBKA is computed as the market 
value of assets divided by book value of assets, 
where market value of assets is defined as the re- 
ported value of debt plus the market value of eq- 
uity. Gaver and Gaver (1993) point out that using 
MKTBKA induces bias for firms with long-lived 
assets because typically assets are measured on a 
historical costs basis. However, because New Zea- 
land-based companies can revalue their non-cur- 
rent assets to show current costs in the financial 
statements, this problem is not severe in the pres- 
ent study. Also, MK TBKA is the growth measure 
used most frequently in prior studies (e.g., see Jung 
et al., 1996; Mian, 1996). 
- Another measure used in studies such as Gaver 
and Gaver (1993) and Barclay and Smith (1995) is 
the market equity to book equity ratio or 
MKTBKE. Because high growth firms will have 
more intangible assets that are not recorded but 
are priced by the market, MKTBKE should 
increase with increases in growth opportunities. 
MKTBKE is measured by the ratio of market 
value of equity to market value of assets where the 
market value of equity is estimated by the number 
of shares outstanding multiplied by share price at 
the calendar year end. A problem with using 
MKTBKE to proxy for IOS is that MKTBKE 
could also reflect other factors such as the ability 
of firms to earn monopoly rents on assets-in-place, 
and competition across firms (Ahmed, 1994), and 
the expected return on equity and risk (Penman, 
1996). 

The third [OS measure is the P/E ratio (e.g., 
Chung and Charoenwong, 1991; Gever and 
Gaver, 1993). The rationale for this measure Is ` 
that because a firm’s share price reflects future 
earnings and not the current period’s income the 
difference between current and future earnings will 
be more pronounced for high growth firms. As a 
result, high growth firms will trade at higher P/E 
ratios than low growth firms. However, < problem 
with this measure (as well as MKTBKA and 
MKTBKE) is that it relies on the market value of 
corporate shares. Because share prices decrease 
with increases in leverage, the market-based meas- 
ures of IOS are likely to be sensitive to the firm’s 
capital structure (Gaver and Gaver, 1993). 
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The fourth measure is the growth in assets or 
AASSETS. Pilotte (1992) contends that, under ra- 
tional expectations, actual subsequent growth 
should be good proxy for anticipated investment. 
One problem with the ex post proxy is that they 
measure actual growth rather than the profitability 
on new investment. 

While these are the most common IOS meas- 
ures, because each has limitations, we also factor 
analyse to construct a composite measure of IOS. 


4.2.3. Control variables 

In testing H1, we control for other factors that 
may also affect board composition. For example, 
the degree of incentive conflicts and agency costs 
will be a function of managerial ownership (e.g., 
Jensen and Meckling, 1976; Fama and Jensen, 
1983). Firms with low levels of managerial own- 
ership will have more demand for outside direc- 
tors, and prior studies (e.g., Bathala and Rao, 
1995; Rediker and Seth, 1995) empirically docu- 
ment such a relation. 

We include inside ownership (defined as a 
percentage of common equity owned by directors 
and the ‘top five’ managers) as a control variable. 
We measure inside ownership using a dummy vari- 
able. Morck et al., (1988) argue that firms that are 
5-25% owned by management are likely to have 
lower market values. Consequently, we use a di- 
chotomous measure INSDUM as a surrogate for 
inside ownership. INSDUM is coded 1 if inside 
ownership is less than or equal to 5% and greater 
than or equal to 25%, and 0 elsewhere. 

Likewise, Jensen and Meckling (1976) suggest 
that agency conflicts between shareholders and 
debtholders increase with leverage. To the extent 
that outside directors can mitigate these conflicts, 
the demand for outside directors should be posi- 
tively related to levels of debt. In addition, because 
debt imposes fixed costs on the firm and increases 
the possibility and costs associated with bank- 
ruptcy (Jensen and Meckling, 1976), the need for 
additional monitoring by outside directors will 
also increase. We include leverage as a control 
variable where leverage is defined as the book 
value of long term liabilities divided by total assets 
(L 


EV). 

Hermalin and Weisbach (1988, 1991) suggest 
that long-serving CEOs have a greater influence 
over the selection of board members and may in- 


SBecause most firms in our sample are not engaged in re- 
search and development (R&D), we omit this variable even 
though it has been used in prior studies (e.g., Gaver and Gaver, 
1993). Industry membership is another variable that has been 
used as a proxy for IOS in prior research (e.g., Chan et al, 
1990). However, as Gaver and Gaver (1993) argue, cross-sec- 
tional variation in IOS is also likely at the firm level. Because 
we are interested in board composition which is a firm-specific 
decision, we also do not use industry membership. 
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clude directors who are likely to be closely aligned 
with the CEO’s interests. Menon and Williams 
(1994) argue that the effectiveness of outside di- 
rectors will increase when boards meet more fre- 
quently. This suggests that outside directors are 
more useful when meetings are frequent, and meet- 
ing frequency should be positively related to the 
proportion of outside directors. In any case, we 
include CEO tenure (CEOTEN) and the number 
of board meetings (BRDMEET) as additional 
controls. Both items were obtained from our 
postal questionnaire survey. 

Firm size has been included as a control variable 
because prior research (e.g., Gaver and Gaver, 
1993; Mehran, 1995) suggests that firm size is re- 
lated to incentive control mechanisms including 
debt, dividends and managerial compensation. 
Further, Gaver and Gaver (1993) and Barclay and 
Smith (1995) predict that large firms have more 
information asymmetry between managers and 
outside stakeholders, and this creates demand for 
outside directors. However, Rosenstein and Wyatt 
(1990) suggest small firms will have more outside 
directors because large firms can rely on alterna- 
tive monitoring mechanisms (e.g., institutional in- 
vestors, stock analysts). Consistent with previous 
IOS studies (e.g., Mian, 1996), we use the book 
value of assets minus the book value of common 
equity plus the market value of common equity as 
a proxy for firm size. This amount is transformed 
using a natural log and is labelled LNSIZE. How- 
ever, given the prior discussion, no directional sign 
is predicted for the coefficient. in: 


4.2.4. Model specification 
We test H1 using the following OLS model: 


DIR =b,+b,+IOS+b, INSDUM+b, LEV+b, 
CEOTEN+b, BRDMEET+b, LNSIZE+e (1) 


where DIR, INSDUM, LEV, CEOTEN and 
LNSIZE are those described in sections 
4.2.1.-4.2.3., and b, is the intercept and e.in an 
error term which is assumed to be normally dis- 
tributed with zero mean. JOS is either MK TBKA, 
MKTBKE, P/E, GSALES or a composite IOS 
measure depending on the exact model. 


5. Results 


5.1. Main statistical tests 

Table 1 provides descriptive statistics for DIR 
and the right-hand side variables. We also exam- 
ined scatter plots of the distribution for the vari- 
ables and identified two extreme values for PE 
(i.e. 110 and 73.3) and extreme values for 
MKTBKA (9.314) and MKTBKA (19.01) for an- 
other firm. Because each of these values are more 
than 59% larger than the next highest value, these 
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Table 1 

Descriptive statistics 
Variable* 

DIR 

IOS variables 


Mean 
0.520 


1.425 
1.611 
11.022 
0.185 


0.208 
0.198 
6.003 
9.61 

7.919 


9.950 
0.044 


0.000 
0.161 
5.000 
11.000 
7.940 


Std. dey. 


0.273 


0.927 
1.264 
7.516 
0.669 


0.408 
0.202 
4.188 
2.987 
0.809 


ACCOUNTING AND BUSINESS RESEARCH 


Minimum 


0.000 


0.542 
0.318 


— 15.790 


— 0.845 


0.000 
0.000 
0.500 
1.000 
0.606 


‘DIR = number. of independent outside directors/total directors; MK TBKA = market value of firm value to 
book value of assets; MK TBKE= market value of firm to book value of equity shares; P/E=price per share 
to primary earnings per share; AASSETS = Growth in total assets between 1991-95; INSDUM = percentage of 
insider (directors and top five managers) ownership INSDUM is coded 1 if inside ownership is less than or 
equal to 5% and greater than or equal to 25%, and 0 elsewhere; LEV = long term liabilities/total assets; 
CEOTEN = number of years the CEO has been on the job; BRDMEET=number of board meetings per year; 


LNSIZE = natural logarithm of firm value. 


The sample size of 77 is obtained after omitting three outliers. 


three firms are deleted, reducing the sample to 77 
from 80. 

The mean for DIR is 52% indicating that on 
average outside directors compromise a majority 
of the board. The mean of inside ownership is 17% 
and the mean for CEOTEN is six years. Each of 
these values is similar to those reported in prior 
US-based studies (e.g., Mehran, 1995; Dechow et 
al., 1996). 

Table 2 gives a correlation matrix for the IOS 
and control variables. As predicted, individual IOS 
measures such as MKTBKA and MKTBKE are 
significantly and negatively correlated with lever- 
age (r=—0.409, p<0.001 and r= —0.379, 
p <0.001 respectively) which is consistent with pre- 
vious IOS research (e.g., Smith and Watts, 1992; 
Gaver and Gaver, 1993; and Barclay and Smith 
1995). The INSDUM variable is significantly and 
negatively correlated with firm size (r= — 0.349, 
p <0.01) which is similar to prior studies (e.g., Jen- 
sen et al., 1992). Also, we find a significant positive 
correlation between firm size and P/E ratio 
(r=0.429, p<0.001). 

Regarding correlations between individual IOS 
measures, only MKTBKA and MKTBKE are 
positively and significantly correlated (r=0.911, 
p <0.001). However, there are no significant cor- 
relations between other JOS variables. This is sur- 
prising as Gaver and Gaver (1993) found statisti- 
cally significant correlations among all individual 
IOS variables. However, our correlation tests are 





not nearly as powerful as the one used by Gaver 
and Gaver (1993) since they use 1,525 US firm- 
based observations. 

Table 3 provides the multiple regression results 
for equation 1. The four models shown differ in 
term of the proxy used for IOS. Each of the mod- 
els is statistically significant with R? varying be- 
tween 20% and 26%. The Æ statistics are com- 
parable to similar models using US data (e.g., 
Brickley and James, 1987, R2= 26%; Bathala and 
Rao, 1995, R?=19%). Though all four IOS vari- 
ables have positive signs, only two, MK TBKA and 
MKTBKE, are Statistically significant (p=0.01 
based on one-tailed tests). Thus, we find some evi- 
dence that investment opportunities require addi- 
tional monitoring and give managers incentives to 
hire independent outside directors (Gaver and 
Gaver, 1993; Booth and Deli, 1996). This supports 
Hi. 

Of the control variables, firm size is significant 
at 0.05 level or better (two-tailed tests) with a neg- 
ative sign in all three models. This is consistent 
with Rosenstein and Wyatt’s (1990) view that 
small firms have fewer alternative monitoring 
mechanisms and, consequently, will rely on out- 
side directors. INSDUM is significant with a neg- 
ative sign in each of the models indicating that at 
low levels of managerial ownership, inside own- 
ership is not sufficient to align the manager’s in- 
terests with the shareholder’s interests, and that at 
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these levels, management may try to entrench itself 
by adding inside or affiliated outside directors. 
The coefficient for BRDMEET is positive and 
significant at 0.05 level (one-tailed tests) in all four 
models, indicating that frequently meeting boards 
are more likely to include outside directors to pro- 
tect against such behaviour as earnings manage- 
ment and misuse of free cash flows (Menon and 
Williams, 1994). LEV is positively related to DIR 
at the 0.10 level (one-tailed test) in models 1 and 
2 which suggests that firms with more debt rely on 
outside directors to minimise conflict between 


shareholders and debtholders. Finally, CEOTEN: 


is not statistically related to board composition in 
any of the models, suggesting that this variable is 
not related to board composition which is contrary 
to US-based results reported by Hermalin and 
Weisbach (1988) and Bathala and Rao (1995).’ 


5.2. Additional tests? 
5.2.1, Sensitivity analysis 

The empirical results presented in the preceding 
section select a particular point in time to observe 
the relation between board composition and IOS. 
One problem with the cross-sectional tests is that 
they do not examine explicitly whether the fraction 
of outside directors presently employed by a firm 
is due to the firm’s current IOS or due to its his- 
torical IOS. Furthermore, the cross-sectional tests 
do not examine the endogeneity, or reverse cau- 
sation, between the fraction outside directors and 
IOS. For example, it is possible that a higher pro- 
portion of outside directors provides more effec- 
tive monitoring, and this leads to higher company 
performance as measured by market to book ra- 
tios2 Finally, our coefficient estimates may be 
‘contaminated’ by time invariant fixed firm effects. 

To partially address these problems, we inves- 
tigate whether changes in the fraction of outside 
directors are related to the changes in JOS on a 


Following Hermalin and Weisbach (1991), the regressions 
were re-run using four piecewise variables for CEOTEN. How- 
ever, the results were unchanged, and so these results are not 


reported here. 

As in Gaver and Gaver (1993), we used factor analysis to 
extract a composite JOS measure from the individual IOS var- 
lables. The composite measures (proxisd by I|OSFAC and IOS- 
DUM) yielded results similar to those reported in Table 3. Both 
IOSFAC and IOSDUM were significant at 0.05 level. To econ- 
omise on space, however, we do not present these results in this 
paper. 

e are grateful to an anonymous reviewer for making this 
point. Theoretically, a two-stage least square (2SLS) should be 
used to test simultaneous effect between the DIR and IOS. Be- 
cause JOS hypothesis is not adequately developed and because 
a simultaneous relation between DIR and IOS is difficult to 
predict on an ex ante-basis (Bhagat and Black, 1977), 2SLS is 
not estimated in this study. 


271 


sub-sample of 53 firms!i%. Changes in the fraction 
of outside directors and JOS in year t are com- 
puted for each firm i over a five year period 
1991-95. For example, the change in the fraction 
of outside directors in year t is computed by the 
ratio of an increase (decrease) in the fraction of 
outside directors from t to t-4 divided by the frac- 
tion of outside directors for the year t-4 where (4 
is 1991 and t is 1995. Thus, we estimate the fol- 
lowing changes model: 

ADIR =b,+b, AlOS+Ae (2) 
where b, represents an uncontaminated estimate of 
the relation between IOS and DIR (i.e., fixed ef- 
fects removed) and where b, can be interpreted as 
a time effect. 

Table 4 contains the results for the changes 
model. The results indicate that two of the three 
IOS models are significant. Contrary to expecta- 
tions, the coefficient for AP/E is not significant at 
conventional levels. However, the coefficients on 
AMETBKA and AMKTBKE are positively and 
significantly related at 0.01 and 0.05 levels respec- 
tively. These results are consistent with our cross- 
sectional results and suggest that the fraction of 
outside directors increases with contemporaneous 
increases in IOS. Taken together with our earlier 
tests, the results for IOS appear to be robust. 


6. Summary and conclusions 


This study has examined empirically the determi- 
nants of board composition in the NZ corporate 
sector. Based on Smith and Watts (1992) and 
Gaver and Gaver (1993), we use an efficient con- 
tracting perspective and predict that the use of in- 
dependent outside directors will differ between 
high growth and low growth firms. The empirical 
results obtained from cross-sectional tests of 77 
New Zealand firms indicates that the proportion 
of outside directors is significantly and positively 
related to IOS, leverage, and the number of board 
meetings, and is significantly and negatively re- 
lated to low levels of inside ownership and firm 
size. In contrast, CEO tenure and high levels of 
inside ownership do not appear to be significantly 
related to the proportion of outside directors, at 
least for our sample. Our results support the view 
that high growth and the use of outside directors 
are related. Moreover, we show that the change in 
outside directors is related to contemporaneous 
changes in [OS. 


l0Rstimation of a fixed-effects covariance model proved dif- 
ficult on the small cross-sectional and time series data set avail- 
able. In particular, there was collinearity between the dummy 
variable INSDUM and the fixed-effects parameters that 
inhibited the derivation of complete and meaningful coefficient 
estimates. 
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Table 4 
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Estimated coefficient (t-statistic in parentheses) from OLS regression changes mode? 


A IOS variables 


AMKTBKA AMKTBKE AP/E 
+ 


Mdi 


0.054 
(2.494) 
—0.001 
(—0.534) 


Incpt 
+/— 


AASSETS 
+ 


0.404 
(10.016) 


0.422 
(10.690) 

0.468 
(9.197) 

0.127 
(1.938) 


0.005 14.34% 


0.020 10.87% 
0.596 0.56 


— 0.036 
(—0.536) 


0.058 0.025 


*Dependent variable = ADIR where ADIR = DIRj995 — DIR j99,/DIR 991: AMKTBKA = MKTBKA,9,- 
MKTBKA,¿  /MKTBKA;,,; AMK TBKE= MKTBKE,,,,- MK TBKE,..,/MKTBKEj95,; AP/E = P/Ejo95-P/E195;/ 
P/E» AAssets = ASSETS i955 — ASSETS ,49,/ASSETS,5,. Sample size is 53 based on all firms with data 


available for 1991 and 1995. 

5 Model probability is based on a F-statistic. 
Significant at 0.01 level based on one-tailed test. 
‘Significant at 0.05 level based on one-tailed test. 





While both the determinants of board composi- 
tion and the effect of IOS on corporate policy 
decisions have been examined extensively in the 
literature, our study is the first to explicitly ex- 
amine the effect of IOS on board composition. In 
doing so, we contribute to, and provide a link be- 
tween, the largely separate IOS and board com- 
position literatures. From a policy standpoint, our 
results also suggest that the optimal composition 
of the board, in terms of inside and outside direc- 
tors, will not be the same for high and low growth 
` firms. Consequently, mandating that all firms use 
a majority or super-majority of independent out- 
side directors could result in less efficient (i.e., sub- 
optimal) board structures from a societial point of 
view (Jensen, 1993). 

As with any research, a few caveats deserve 
mention. First, the empirical tests carried out in 
our study may suffer from omitted variables. For 
instance, theoretical and empirical research sug- 
gests the number of outside directorships held by 
CEOs is likely to be affected by supply side factors 
such as the CEO’s career cycle and interlocking 
boards (Booth and Deli, 1996). Therefore, it is 
possible that the empirical relations shown in our 
study could be driven by cross-sectional differ- 
ences in omitted supply-side factors that affect 
board composition. A second limitation arises 
from possible data measurement errors. If our 
proxies for IOS and outside directors are noisy, 
measurement error could potentially reduce the 
statistical power of the tests. Third, the explana- 


tory variables used in our study are considered 
exogenous, but Smith and Watts (1992), Gaver 
and Gaver (1993) and others recognise that several 
explanatory variables used in this research, 
including IOS, may be endogenous. Fourth, the 
present study is essentially a single period, small 
sample analysis. As such, the results reported here 
might not be as robust as those derived from 
studies using large cross-sectional and time series 
data. Lastly, we examine the efficiency of a single 
mechanism in controlling agency conflicts without 
considering several alternative means by which a 
firm can monitor the manager’s activity. For in- 
stance, a firm can use stock option plans, an audit 
commitee, external auditors or a mix of these con- 
trol mechanisms to attain an optimal level of mon- 
itoring. We suggest that each of these limitations 
provides an area for future research. 
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Performance measurement and the use of 
league tables: some experimental evidence 
of dysfunctional consequences 
Kevin Keasey, Philip Moon and Darren Duxbury* 


Abstract—The practice of organisations adopting performance measurement systems that utilise a range of key 
performance indicators linked to various aspects of corporate strategy has become widespread. At the same time, 
however, many organisations are developing reporting frameworks that summarise these indicators in the form of 
a league table, ranking sub-units according to their achievements, The use of such league tables has the capacity 
to create a form of dysfunctional behaviour as managers focus primarily on their league table positions—the notion 
of measure fixation. This paper describes a new experiment that seeks to explore this possibility. The results suggest 
that information concerning the change in league table position leads to an increase in risk-seeking behaviour, 
particularly where a project proposal creates an opportunity for the manager’s sub-unit to move to the top of the 
league table. This is an unintended dysfunctional consequence of using league tables within performance measure- 


ment system design. 


Key words: Performance measurement, league tables, risk 


1. Introduction 


Shortly before the end of the 1996-7 English 
Premier League soccer season, a disgruntled 
Middlesborough supporter rang in to a Radio 
5 ‘phone-in’ programme. Despite winning their 
way to both domestic cup finals, his team were 
languishing at the foot of the league table. 
‘We are too good to go down,’ he contested. 
‘Ah, but, I have to tell you,’ came the response 
from the phone-in host, Alan Green, ‘the table 
tells the truth’. 

A few weeks later, Middlesborough were in- 
deed relegated. 


In recent years, league tables seem to have be- 
come part of the language of performance 
measurement. While league tables are utilised 
worldwide in sports contexts as a primary means 
of gauging success, they are now surfacing in the 
West as a means of assessing the performance of 
many public and private sector organisations. In 
the UK, perhaps the most widely publicised usage 
is the Secondary Schools League Tables that at- 
tempt to summarise the GCSE and Advanced 
Level examination performance of all schools, 


"Kevin Keasey and Darren Duxbury are at the International 
Institute of Banking and Financial Services, the University of 
Leeds; Philip Moon is at Wycliffe Hall, Oxford University. 
Correspondence should be addressed to Professor Keasey, 
IIBFS, Leeds University Business School, Leeds University LS2 
9JT. Tel: 0113 243 1751. 

The final version of this paper was accepted in April 2000. 


ranking them in descending order of achievement 
based on, for example, the percentage of pupils 
entered who gained five (or more) GCSE passes at 
grades A to C. Not surprisingly, the construction 
of a comparative performance framework in this 
way remains the subject of intense criticism in the 
academic literature (see, for example, Goldstein 
and Woodhouse, 1988; Magennis et al., 1995; 
Cowan and Morrison, 1996). It is interesting to 
note, however, that although Schools league tables 
have only appeared in recent years, much of the 
press commentary is now concerned with tracking 
the fortunes of individual schools: for instance, 
John O’Leary’s introduction to the complete 
league tables in The Times (November 18, 1997) 
states: “This year’s league tables are bigger and, in 
terms of results, better than ever. The array of 
information now includes a four-year record of 
GCSE scores to allow parents to gauge improve- 
ment’. Therefore, notwithstanding any academic 
criticism, league table position seems to have be- 
come increasingly accepted as an indicator of 
‘performance’ and so a proxy for ‘quality’. Uni- 
versity academics in the UK are familiar with 
similar developments in their own sector. As an 
example take Leslie Wagner’s defence of the use 
of league tables as a means of measuring perform- 
ance of universities in the 25 September 1998 issue 
of The Times Higher Education Supplement. 

In the private sector, too, studies by Moon and 
Fitzgerald (1996) and Fitzgerald and Moon (1996) 
document evidence of companies summarising the 
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performance of sub-units within league tables, 
these being regularly updated and widely disclosed 
within the organisation. The tables display a rank- 
ing derived from the performance of sub-units on 
one or more specific dimensions with, in general, 
little allowance being made for different operating 
contexts, whether economic, social or geo- 
graphical. The clear message is that being near the 
top warrants praise, while being near the bottom 
demands improvement. There is no market for ex- 
cuses (Fitzgerald and Moon, 1997). A sub-unit’s 
position in the league table matters. 

At the same time the current consensus of the 
performance measurement research literature is 
that there is a need to evaluate performance across 
a wide range of dimensions, both financial and 
non-financial. The potential shortcomings of using 
a single indicator of performance are well under- 
stood. Short run profitability, for example, is only 
one of a multitude of factors contributing to an 
organisation’s long run objectives. It is virtually 
impossible to capture in one financial measure all 
the variables that contribute to the success or 
otherwise of a sub-unit. Two or more sub-units 
may generate the same level of short run profita- 
bility over a given evaluation period; however, fo- 
cus on this single financial measure masks the 
means by which the performance was achieved. 
One manager may have increased short run prof- 
itability by dramatically reducing costs at the ex- 
pense of product quality and long term customer 
loyalty. Another manager may have achieved the 
same level of profitability based on the develop- 
ment of long term customer loyalty over previous 
periods of evaluation. The latter position is sus- 
tainable in the long term whilst the former is not. 
The use of a single financial measure of perform- 
ance would not highlight these differences. Wilson 
and Chua (1993:364), comment that: 


...whatever index of performance is chosen 
must encompass a variety of factors, but it 
is extremely difficult to conceive of a single 
measure that embraces all the key factors 
. four ttalics]...An index based on cost is likely 
to be too narrow since it excludes revenue 
issues. On the other hand, a profit index ac- 
commodates both revenue and cost but ex- 
cludes such important issues as (i) customer 
loyalty, (11) establishing good employee re- 
lations, and (iii) building a skilled team. 


A further danger is that single indicators of 
performance may lead to dysfunctional behaviour 
as managers may seek to manipulate that indicator 
in their own interests. The authors proceed to rec- 
ommend the use of a range of measures to combat 
these shortcomings. The four main performance 
measurement frameworks that have emerged in the 
literature—the Lynch and Cross performance pyr- 
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amid (1991), the Fitzgerald et al. results and de- 
terminants matrix (1991), the Kaplan and Norton 
balanced scorecard (1992) and the EFQM (Euro- 
pean Foundation of Quality Management) busi- 
ness excellence model (see Business In:elligence, 
1998, for a good review of this approach to 
performance measurement)—are all chazacterised 
by the adoption of a multitude of measures, non- 
financial as well as financial and, at least in prin- 
ciple, qualitative as well as quantitative. 

The evaluation of performance based on a mul- 
titude of performance indicators is not, however, 
without its problems. Evaluation of performance 
based on a number of indicators may result in con- 
flicting evidence. For example, a sub-unit may per- 
form excellently based on product quality meas- 
ures (for example, based on the number of goods 
returned by customers) but may perform poorly 
based on manufacturing efficiency measures (for 
example, wastage rates for raw materials). Jensen 
(1976) discusses various methods devised to aid the 
presentation and analysis of multi-vanate data 
based on either visual display techniques (for ex- 
ample, principle component profiles and plotted 
caricatures) or numerical taxonomy (for example, 
factor or cluster analysis). Jensen (1976) concludes 
that, whilst visual display techniques mzy be ade- 
quate for the representation of a small number of 
performance indicators, they become cumbersome 
and open to the issue of subjectivity as the number 
of indicators increases. The development of mathe- 
matical techniques was intended to overcome such 
problems by generating ‘objective’ groupings or 
classifications. Unfortunately the variety of tech- 
niques available generally provide a variety of con- 
flicting classifications. It is not clear in which scen- 


arios a particular method should be preferred. 


The discussion above highlights the difficulty of 
evaluating overall performance based on a number 
of conflicting performance indicators. Many or- 
ganisations have responded to these difficulties by 
aggregating independent measures into a single, 
overall performance measure (for example, league 
table position). This move has been driven by the 
need for transparency of the evaluation system in 
order to promote its use as a motivational device 
to improve performance. 

The developments in performance measurement 
described above have led to an issue that needs 
addressing; namely, if the outcomes from a range 
of measures are somehow combined to provide an 
overall league table ranking of performance, might 
managers’ attention not become overly focused on 
their league table position rather than on the un- 
derlying determinant factors? That is, does an- 
other kind of dysfunctional behaviour tecome ap- 
parent as managers look to evaluate projects in 
terms of their likely impact on league <able posi- 
tion rather than their profitability or their congru- 
ence with other corporate objectives? 
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Thë current paper seeks to investigate this issue 
using an experimental methodology set in the con- 
text of expenditure decisions within a private sec- 
tor corporation. Based on the summarising work 
of Smith (1995), the next section provides a back- 
ground to the dysfunctional consequences of 
performance measurement, while Section 3 dis- 
cusses the use of league table position as an indi- 
cator of performance. A new research experiment 
is described in Section 4, while in Section 5 the 
results are presented and analysed. The issue of 
external validity of the results is discussed in Sec- 
tion 6. The final section offers conclusions. 


2. Performance measurement and 
dysfunctional consequences 


The activities of most organisations are multi-di- 
mensional, complex and interwoven and, there- 
fore, the capturing of performance is problematic 
and often elusive. This has not, however, stopped 
organisations, both public and private, from seek- 
ing to develop performance mzasurement systems. 
The arguments for the development of perform- 
ance systems and indicators are numerous and in- 
clude notions of control, greater efficiency, en- 
hanced competition and transparency of activity. 
The organisation is commonly viewed from the 
perspective of managerial cybernetics (Beer, 1966), 
in which the organisational objectives are identi- 
fied, well defined and agreed. To meet these objec- 
tives, targets are set in terms of a diverse range of 
performance indicators. Failure to meet targets re- 
sults in corrective remedial action and/or a revi- 
sion of target. This corresponds to the simple ‘cen- 
tral heating model’ of organisations. As noted 
earlier and by authors such as Argyris (1952, 1953) 
and Hopwood (1973), organisations are, however, 
complex entities comprising of ill-defined and in- 
terwoven human activity. Furthermore, the 
primary elements of organisations (human beings) 
are intelligent and capable of manipulating 
performance systems for their own benefit. In fact, 
one feature of the performance management litera- 
ture (for example, see Ezzamel and Hart, 1987) is 
the emphasis given to the dysfunctional conse- 
quences of performance indicators. Therefore, this 
paper’s exploration of the potential dysfunctional 
nature of the recent use of league tables as a means 
of performance measurement is preceded and well 
grounded in an extensive existing literature. 
Before exploring a potentially dysfunctional 
‘consequence of league tables, a review of the form 
such consequences may take is required. Expand- 
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ing on the earlier work by Birnberg et al. (1983)', 
Smith (1995) discusses the following types of dys- 
functional consequences: misinterpretation, gam- 
ing, ossification, tunnel vision, suboptimisation, 
myopia, misrepresentation and measure fixation. 
This study is concerned solely with the detection 
of measure fixation as a dysfunctional conse- 
quence of the use of league tables. It is to a con- 
sideration of this phenomenon that the discussion 
now turns. 

Smith (1995) interprets measure fixation as an 
over-emphasis on the defined measures of success 
rather than on the objectives of the organisation. 
It arises because of the difficulty of devising 
comprehensive performance measures that fully 
capture the objectives of the organisation. In such 
a situation it would not be surprising if individuals 
pursued strategies that focused on the performance 
measures rather than on the more general objec- 
tives of the organisation. In a university context, 
the emphasis by some academics on achieving a 
certain number of publications in specified jour- 
nals to the detriment of other aspects of their du- 
ties (for example, lecturing and administration) is 
a good example of measure fixation. 

While it must be recognised that the use of 
league tables as part of a performance measure- 
ment system may lead to a number of the dys- 
functional consequences highlighted by Smith 
(1995), this paper focuses only on measure fixa- 
tion. As explained in the next section, the easy 
comparability and the high visibility of league ta- 
ble position makes it a prime candidate for 
measure fixation. 


3. League tables as an indicator of 
performance 


The discussion of Jensen (1979) above highlights 
the problems of grouping or evaluating overall 
performance based on a number of indicators. In 
an attempt to overcome these problems, many or- 
ganisations have begun to compute an aggregate 
measure of performance and report this in 
summary form via the use of league tables. This 
paper is concerned with the possible consequences 
of using league tables to report operating perform- 
ance within a private sector organisation. As back- 
ground to, and justification for, the design of the 
research experiment that follows, this section ex- 
plores two key questions. How, in practice, are 
league tables constructed and what evidence is 
there as to how the league tables are perceived by 


'The Birnberg et al. (1983) study details six dysfunctional 
consequences (smoothing, biasing, focusing, gaming, filtering 
and illegal acts), which (with the exception of gaming and 
illegal acts) can be viewed as subcategories of Smith’s (1995) 
misrepresentation. 
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the managers whose performance they depict in 
such organisations? 

In one sense the-answer to the first question is 
straightforward. A set of ‘k’ performance indica- 
tors are established by top managers as represent- 
ing key measures within particular area(s) of 
activity. That is, they correspond to some of the 
organisation’s noted critical success factors—those 
factors which an organisation needs to achieve to 
ensure success in its business segment. Let these be 
denoted {p,,,} with i=J,2,...,kh representing a 
performance indicator for a given sub-unit j and a 
given time period t. These indicators could be fi- 
nancial or non-financial, quantitative or qualita- 
tive. Thus, for example p, ¿r might represent Di- 
vision A’s net profit for month T, p, , r the number 
of customer complaints received and Pr ar the mo- 
dal customer satisfaction rating achieved, again 
for Divison A in month T. 

Having a substantial set of measures for many 
sub-units, however, does not of itself facilitate a 
direct comparison of each sub-unit’s ‘overall’ 
performance, as each sub-unit will, no doubt, fare 
better on some dimensions and worse on others. 
So how is an overall ranking achieved? One poss- 
ibility is to adopt a non-compensatory, lexico- 
graphic ordering model (Payne, 1976) by desig- 
nating one dimension as the most important, and 
to use performance on this dimension as the basis 
for constructing the league table, and so drawing 
comparisons across different sub-units. Moon and 
Fitzgerald (1996) report on the use of this method 
by TNT Express (UK) Ltd. While seven separate 
delivery performance indicators were extracted 
weekly for each depot, it was the delivery-on-time 
measure that was deemed to be the most important 
and so used as the basis for ranking within the 
league table; the depot at the top of the league 
being the one with the highest on-time delivery sta- 
tistics. Moon and Fitzgerald (1996) comment on 
the inherent inequity of this approach, with the 
Belfast depot nearly always ranked last in the ta- 
ble, entirely as a consequence of its geographical 
location. 

A second possibility would be to adopt a com- 
pensatory mechanism such as the linear additive 
model (Iversky, 1969; Olshavsky, 1979) where all 
indicators are encapsulated into a single measure, 
which is then used to provide a. comprehensive 
ranking. Thus, first each indicator p,,, is converted 
to a consistent numeric qu: perhaps a score be- 
tween 0 and 10. A maximum ‘10’ could corre- 
spond, for example, to zero absenteeism, a profit 
higher than budget, or more than 95% of customer 
complaints responded to within three working 
days. Obviously, any particular parameter could 
be periodically adjusted as part of an organisa- 
tional continuous improvement programme. Next 
a set of weights w, (i=1,2,...,4) is developed, re- 
flecting management’s views regarding the relative 
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importance of each performance dimension. The 
raw scores are multiplied by the weights and 
summed to derive an all-encompassing perform- 
ance statistic, S,, where 

| S = Ewa, (over i= 1 to k). 

The league table is then produced for each period 
t in descending order of the S. 

Fitzgerald and Moon (1997) report on a leading 
UK food retailing corporation, disguised as FR 
plc, that adopts this kind of basis for producing 
its customer service league tables. Eight dimen- 
sions of performance were assessed and quantified 
for each store; training, absenteeism, labour turn- 
over, an operating checklist (layout of merchan- 
dise, helpfulness of staff etc.), mystery shopper re- 
sults, customer compliments and complaints, and 
the cleanliness of the store in general and the cus- 
tomer toilets in particular. These results were then ` 
weighted to derive an overall score, which formed 
the basis for ranking in the league table. Their ev- 
idence indicates that frequently the top ranked 
store may not have achieved as many maximum 
scores as other stores or indeed may even have 
recorded the lowest score on certain indicators. 
The weighting and aggregation process Getermines 
a store’s league position. 

The second issue raised at the start of this sec- 
tion addresses the perceptions of the league tables 
held by managers within the organisation. Case 
study evidence (Moon and Fitzgerald, 1996; Fitz- 
gerald and Moon, 1997) suggests two main rea- 
sons why the league tables are seen as carrying 
substantial importance. First, they display detailed 
information, which can (and does) benefit the 
operation of specific sub-units. Based on inter- 
views with regional managers, Moon and Fitzger- 
ald (1997) provide evidence that the production of 
league tables allows managers to identify areas of 
poor performance and, based on best practice else- 
where in the organisation, undertake corrective ac- 
tion. So the information underlying the league ta- 
ble position may have internal benchmarking 
applications, with an accompanying emphasis on 
always seeking to do better or achieve more. The 
second reason why league tables are seen as im- 
portant is rather more pragmatic in an individu- 
alistic sense. Moon and Fitzgerald (1996) report 
interview evidence regarding the importence of po- 
sition within the league table. The league table, 
and in particular the sub-unit’s position within it, 
provides a transparent summary of apparent suc- 
cess (or failure). Everyone looks at the league ta- 
bles, so everyone knows when a sub-unit’s position 
is rising—or falling. This notion is strengthened 
further by the following tale reported by Pratt 


(1996): 
Last year, First Tennessee Bank was wrap- 
ping up its best year ever in the Government 
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agency debt business, and its top staffers 
were eagerly awaiting what looked to be a 
banner year for First Tennessee in the year- 
end league tables for fixed income. Then 
came the bombshell. Under pressure from 
Wall Street’s bulge bracket firms, Securities 
Data Co. decided to amend its policy on 
agency underwriting. It announced that it 
would purge from the league table all bonds 
callable in less than one year—the very bread 
and butter of First Tennessee’s business. In 
many ways First Tennessee was almost a per- 
fect victim for a powerplay that cut off its 
rankings’ legs while courteously allowing the 
bulge players to forge ahead. 


Despite a year of high achievement, the initial 
reaction of the managers at First Tennessee was 
disappointment. Their frame of reference seems to 
have been developed primarily in terms of relative 
league table standing. While this quote highlights 
several potentially illuminating research issues 
such as the internal construct validity of league 
tables, how standards are set, and how changes to 
the measurement framework are agreed, it also 
raises the issue which forms the key focus of this 
paper. Can their position in the league table be- 
come the predominant focus of managers’ atten- 
tion within an organisation, at the expense of more 
direct measures of performance? In particular, can 
the use of league tables lead to dysfunctional be- 
haviour and sub-optimal performance? In the next 
section we describe a new research experiment that 
seeks to investigate this possiblity. 


4. Experimental design 


Task 

Each participant was asked to imagine that he 
or she was a general store manager for Foodrink 
plc, a major UK food retail organisation. Partici- 
pants were given details of Foodrink’s perform- 
ance measurement system (see below) which is 
publicised within the organisation via a league ta- 
ble ranking. They were also presented with inde- 
pendent project proposals for implementation at 
different stores. More specifically, each participant 
was asked to consider four independent project 
proposals in total, each project proposal being as- 
signed to a different store. Each project was char- 
acterised by uncertainty in that there were two 
possible outcomes. One outcome was favourable 
in that a positive cash flow would arise and (for 
the experimental groups) the store’s league table 
position would be expected to rise. The other out- 
come was unfavourable with the opposite conse- 
quences. Participants were required to evaluate 
each project on its own merits and decide whether 
or not to undertake it. 
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Hypothesis 

The key research issue is to investigate whether 
an expected impact on league table position might 
influence decision-making behaviour. Accordingly 
the null hypothesis is set out as follows: 


H, Investment decisions will not be influenced by 
anticipated changes in league table position. 


Procedure 

Each participant in the study was given a six- 
page, stapled pack that formed the experimental 
instrument. The first page briefly introduced the 
experiment, thanked subjects for taking part and. 
requested various personal characteristic boxes to 
be checked. The second page contained back- 
ground information on Foodrink plc, describing 
the company as being a major UK food retail or- 
ganisation which, within the northern region, op- 
erates from 16 superstores (labelled Store A to 
Store P), each store selling a full range of food and 
drink products. It was explained that each partici- 
pant was to consider him/herself as the general 
store manager. The instructions then set out the 
main characteristics of Foodrink’s performance 
measurement system. 

Store performance at Foodrink plc is measured 
across the following five dimensions: 


e store net profit: (revenue less costs); 


e wastage: (£ value of products past their 
sell-by-date); 
e absenteeism: (average staff absence/total 


person-days available); 
e customer com- (totals received in writing); 
pliments and 
complaints: 
e mystery shopper:(external assessment of cus- 
tomer service across a wide 


range of factors) 


Performance measures are extracted monthly, 
and converted to a numerical score for each di- 
mension. These scores are then weighted and to- 
talled to derive an overall performance score. A 
monthly league table is produced showing the 16 
superstores in the region ranked by their overall 
performance score, with the top ranking store in 
first place. It was also explained that all general 
managers are paid a fixed salary and that Food- 
rink pic do not operate any form of bonus scheme. 

Pages three to six of the experimental instru- 
ment each contained details of an independent pro- 
ject proposal to a different store-—each participant, 
therefore, being asked to consider four independ- 
ent project proposals in total, with each proposal 
being for a different store. For illustration, the Ap- 
pendix to this paper reproduces the project pro- 
posal sheet for version A1: this layout was adopted 
for all project proposals. For each one, partici- 
pants were asked to imagine they were in charge 
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Table 1 
Summary of project outcomes 


move up I place 
move down 1 place 


Expected monthly financial impact 
£2,000 surplus 
£2,000 deficit 


of the store in question, to carefully read all the 
given information, to evaluate the project on its 
own merits and so to decide whether or not they 
would undertake the project. 

Four different project proposals were used, each 
being designed to carry benefits (and costs) in 
more than straight financial terms. Project 1 was 
concerned with the creation of some shelf space for 
the sale of newspapers and magazines. Potential 
sales income must be balanced against the direct 
costs of the newspapers and magazines as well as 
the opportunity cost of the products displaced. 
Some customers, however, might be expected to 
formally object to the store becoming ‘more like a 
newsagent’. Project 2 was concerned with the 
creation of an in-store fresh cake-baking facility, 
strategically positioned near the checkouts. Poten- 
tial profits from cake sales must be balanced 
against increased losses from wastage as well as a 
possible fall in mystery shopper performance as 
relocated products are difficult to find and the av- 
erage queuing times within the store increase. Pro- 
ject 3 was concerned with whether to introduce 
monthly loyalty bonuses in an attempt to reduce 
absenteeism among part-time checkout staff, and 
so avoid the time and cost of finding replacement 
personnel at short notice. Absenteeism perform- 
ance would be expected to improve, but this needs 
to be balanced with the resentment the scheme 
might cause with non-checkout staff. Finally, pro- 
ject 4 was concerned with whether to introduce a 
pay-and-display system in the car park; parking 
fees being refundable if customers spend more 
than £5 in the store. This is aimed at deterring 
non-shoppers from using the parking facility— 
thus improving customer service—or at least 
charging them if they persist, but this may also 
lead to a fall in overall sales at the low volume end 
of the market. 

The relative success of each project depended on 
which of two possible outcomes (X or Y) would 
occur. The anticipated impact of the two outcomes 
in terms of profits and league table position was 
summarised on the project sheet, again as dem- 
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Impact on league table position 
probability probability 


2/3 1/3 
1/3 2/3 


Project 1 
Project 3 


Project 2 
Project 4 


onstrated in the Appendix. These outcomes dif- 
fered for the four projects as shown in Table 1. 
Thus, for example, project 1 generates an expected 
monthly financial surplus of £2,000 and is twice as 
likely to lead to a rise in league table pos:tion than 
a decline. To avoid potential interference effects 
that might confound the results, the magnitude of 
the expected financial surplus or deficit was held 
at £2,000 for all projects, the financial loss in the 
event of the unfavourable outcome occurring was 
always £8,000, outcome probabilities were always 
one-third or two-thirds, and the league table po- 
sitions could change by one place only. 

There were four different stores, identical in all 
ways excepting their current league table position. 
The version A store was currently in second place 
in the league table, so that a favourable outcome 
would move it into top spot. The versicn B store 
was in mid-table, currently lying 8th, while the ver- 
sion C store was 15th, one place above the bottom 
of the table. These three represented the experi- 
mental stores. The version D store was a control. 
Its current league table position was not given, and 
for all four projects, while the financial outcomes 
remained as above, it was explicitly s:ated that 
there would be no change in league table position 
for this store. 

The four projects all have two possible out- 
comes: one is positive in terms of both cash flow 
and change in league position, whilst the other is 
negative in terms of both cash flow and change in 
league position. On first consideration it may ap- 
pear that the two effects are always in the same 
direction and are therefore confounded. If this 
were the case it would not be possible to detect 
any dysfunctional consequences. However, it is not 
the intention to make comparisons across projects 
to detect dysfunctional consequences, but across 
stores (A-D). These stores are identical except for 
their league position (see above), therefore, any 
differences across the stores can only be the result 
of league table position. Individual, paired com- 
parisons of the three experimental stores (A-C) 
with the control store (D), on a project by project 
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basis, will, therefore, permit the detection of dys- 
functional consequences as a result of the use of 
league tables in performance measurement. For 
example, any difference in the acceptance rate for 
project 2 across stores A and D can only be the 
result of the high league position in store A and 
could, therefore, be construed as a dysfunctional 
consequence of the use of league tables. 

A Latin Square design was incorporated such 
that each participant received one of each version 
(A, B, C and D) and one of each project (1, 2, 3 
and 4); that is one of the 24 alternative combina- 
tions. Within each combination, the sequence of 
project proposals received was randomised. Thus, 
for example, subject 1’s pack comprised proposal 
D4 followed by Al, C3 and lastly B2. 


Subjects 

A total of 151 subjects participated in the 
experiment (95 male, 56 female), all being under- 
graduate students from a leading UK business 
school with experience of modules in financial and 
management accounting, economics, general 
management and quantitative methods. 

No incentive payments were made to partici- 
pants. While some such reward mechanism might 
have been considered desirable, arguably motivat- 
ing them to exert more effort in arriving at their 
decisions, the explicit design of any scheme in this 
instance is problematic. In particular, two consid- 
erations influenced the decision not to adopt any 
form of incentive scheme. First, it is clear that the 
financial impacts are (necessarily) too high to al- 
low them to be played out for real. Scaling them 
down, however, might have a distorting effect on 
the issues being tested. For instance, suppose that 
in line with other decision-making research exper- 
iments (e.g. Thaler and Johnson, 1990), something 
like one in 10 subjects played out one of their four 
projects (that is, the actual outcome of that project 
was determined via a draw in accordance with the 
underlying probabilities) for real money scaled at, 
‘say, £1 cash for every £1,000 in the scenario. Then, 
while project A3, for example, requires the weigh- 
ing up of an expected £2,000 loss against an ex- 
pected rise in the league table, the incentive scheme 
effectively reduces this to a negligible expected loss 
in real cash terms of £2 for the same league table 
impact. Beattie and Loomes (1997) discuss this 
scaling problem at length and conclude, on the 
basis of the evidence provided by an experimental 
study, that alternative forms of incentive scheme 
(including an absence of incentives) do not yield 
significantly different results. Second, there re- 
mains the ethical issue of whether it is appropriate 
to allow the possibility of participants having to 
pay the experimenter (£8 in the above illustration) 
in the event of an unfavourable outcome. For the 
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above reasons, no incentive scheme was adopted 
in the current study. 


5. Results and analysis 


All 151 subjects made definite choices on each of 
the four project proposals they scrutinised. Only 
three subjects always made the same decision, two 
rejecting all four proposals and one accepting 
them all. A complete exposition of results across 
all versions of the experimental instrument is pro- 
vided in Table 2 below. 

In total 309 projects (51%) were accepted and 
295 rejected (49%). No significant gender differ- 
ences were apparent, male participants accepting 
186 projects and rejecting 194, female participants 
accepting 123 and rejecting 101 (77=1.76, 
p>0.18). Nor was the amount of work experience 
an influencing factor. Classifying overall re- 
sponses as greater than 12 months’ work experi- 
ence, three to 12 months, and less than three 
months’ again did not produce a significant effect 
(y?=0.92, 2 df p>0.37). 

There was a substantial difference, however, in 
the proportions accepted and rejected for the four 
projects individually. For project 1 (across all four 
stores, A, B, C and D), 127 of 151 respondents 
(84%) chose to accept the proposal, comparative 
figures for the projects 2, 3 and 4 being 62%, 33% 
and 25% respectively. A similar pattern is observed 
for the control store (D) in isolation, corre- 
sponding results being 76%, 51%, 29% and 21%. 
Superficially, then, the projects with expected fi- 
nancial surpluses are viewed favourably, while 
those with expected deficits were viewed unfavour- 
ably.? Closer examination of the results, however, 
reveals response differences across the three 
experimental stores. As shown in Table 2, 101 of 
the 151 respondents to version A (corresponding 
to the store currently in second spot) accepted the 
project compared with 76 of 151 for version B 
(store currently in eighth spot). This difference is 
significant at the 0.01 level (y?=7.86). Similarly, a 
significantly higher number of acceptances was 
found for version A than for version C (7? = 15.49, 
p<0.01). The difference between B and C, though, 
was not significant (2= 1.08, p>0.30). Overall, 
then, initial league table position seems to have a 
bearing on the willingness of subjects to take on a 
given amount of risk but only where that initial 
position is high. | 

This finding is examined further by considering 
pairwise comparisons for all four project proposals 


Providing further evidence that the use of student partici- 
pants should not be considered problematic with respect to the 
transferability of the reported results from the experimental set- 
ting to the ‘real world’. 

While not the primary interest of the study, this fact does 
illustrate that the participants were taking the task seriously. 
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Table 2 
Summary of Experimental Results 
A 
Current store league 
table position 2nd 
Project 1 | 
(EV+; bp2,000p.m. ) 
accept 35 
reject 4 
39 
Project 2 
(EV+£2,000 p.m.) 
accept 33 
reject 6 
39 
Project 3 
(EV—£2,000 p.m.) 
accept 20 
reject 17 
37 
Project 4 
(EV — £2,000 p.m.) 
accept 13 
reject 23 
36 
Total of all projects 
accept 101 
reject 50 


(1, 2, 3 and 4) for each experimental version (A, 
B or C) against the control version (D). Three 
pairwise comparisons (A and D, B and D, and C 
and D) were undertaken for each of the four pro- 
jects separately. Clearly, this should enable any ef- 
fects due to the league table position alone to be 
highlighted. The relevant chi-squared statistics are 
presented in Table 3. 

For project 1, versions A and B together were 
significantly more attractive than the control; this 
was not found for version C. For this project, 
then, the additional dimension of league table po- 
sition acts as a positive influence—a further justi- 
fication for acceptance—except where there is 
some possibility of declining to the foot of the 
stores league table (version C). 

For project 2, while the expected cash flows are 
positive, there is a two in three chance of losing a 
place in the league table. The presence of the anti- 
cipated league table changes only impacted on ver- 
sion A, the store currently in second spot. Here, 
subjects were more willing to take the risk given 
the possibility of achieving top spot: the initial po- 
sition of strength perhaps inducing an enhanced 
confidence in that store’s ability to make things 
happen, causing some mental adjustment to the 


ACCOUNTING AND BUSINESS RESEARCH 


B C D TOTAL 
not 
8th 15th specified 
36 28 28 127 
2 9 9 .24 
38 37 37 151 
20 22 19 94 
17 16 18 57 
37 38 37 151 
11 8 11 5) 
27 30 27 101 
38 38 38 151 
9 8 8 38 
29 30 31 113 
38 38 39 151 
76 66 66 309 
75 85 85 295 
151 151 151 604 


outcome probabilities. This finding echoes that of 
Thaler and Johnson (1990) that the presence of a 
prior gain leads an individual to become more risk 
seeking in subsequent decision-making bzhaviour; 
the so-called ‘house money’ effect. 

The experimental conditions for project 3 were 
the reverse of project 2: negative expected profits 
but a two im three chance of rising m the league 
table. Again, it was only the responses to version 
A that were significantly different to the control, 
more than half of subjects being willing to accept 
this project under A compared with less than 30% 
for each of the other three versions. Here, it seems, 
some subjects simply ignore the financia! expecta- 
tions (or at least decide the downside risk is suf- 
ficiently bounded) and choose on the basis of the 
given probabilities, the possibility of going top 
once more acting as a strong influencing factor. 
This is interpreted as clear evidence of dysfunc- 
tional behaviour, resulting from an over-emphasis 
of the impact on league table positions (measure 
fixation). 

Finally, for project 4, although there was evi- 
dence of a tendency for participants to view ver- 
sion A as more attractive, with an acceptance rate 
in excess of 50% higher than that for B, C or D, 
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Table 3 
Pairwise chi-squared statistics 


AvD 
Project 1 Q 
Project 2 8.24** 
Project 3 3.89* 
Project 4 1.55 
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CyD 


0.00 
0.11 
0.28 
0.05 


0.06 
0.00 


All y? statistics shown have been computed using Yates’ correction for 2 x 2 contingency tables (see, for 
example, Beer, 1982: 27) 
œ x? test invalid where cell sizes <5; xy? for A and B combined against D is 4.62* 
** significant at the 0.01 level 
* significant at the 0.05 level 


this did not lead to any significant effect. The ev- 
idence; while being in the same direction as that 
reported for project 3, does not statistically sup- 
port the conclusion that dysfunctional conse- 
quences are evident in the project 4 scenario. 

In sum, the null hypothesis H, is rejected. In- 
vestment decisions do appear to be influenced by 
anticipated changes in league table position, parti- 
cularly where the initial league table position is 
high. Consideration is now given to the issue of 
external validity. 


6. External validity 


It is conceivable that different categories of indi- 
viduals behave in significantly different ways. Thus 
the use of students as the predominant recruitment 
background for participation in experiments has 
drawn general criticism of the experimental 
method. What can the study of ‘naive’ students in 
an alien environment provide by way of insight 
into the behaviour of experienced professionals? 
Questions have, therefore, been raised concerning 
the degree of transferability of experimental results 
to a ‘real world’ environment. This section dis- 
cusses the issue of external validity, briefly review- 
ing some of the findings reported in the academic 
literature and provides argument to suggest that 
such concerns are not warranted, given the focus 
of the present study. 

External validity is the extent to which observed 
behaviour in a specific experimental setting can be 
transferred to more general field environments. 
However, a general working definition of external 
validity is problematic because, as Gordon, Slade 
and Schmitt (1987: 160) suggest, ‘the standards for 
establishing external validity are not uniform, but 
rather differ with the type of research’. The issue 
of external validity for any experimental study, 
therefore, depends upon the specific circumstances 
and focus of the study. This is evidenced by the 





growing body of literature investigating the use of 
students as surrogates for ‘professionals’. 

There are a number of studies in the areas of 
accounting and auditing that conclude that stu- 
dents are not good surrogates for professionals. 
For example, Bouwman (1984) compares the de- 
cision-making process of ‘experts’ (accountants) 
and ‘novices’ (masters students) in financial ana- 
lysis tasks involving the evaluation of the state of 
firms. While the decision-making processes of the 
two groups were found to be similar, experts 
typically transferred ‘reasoning’ into ‘recognition’. 
Bouwman (1984) concluded that ‘expert knowl- 
edge’ and ‘expert experience’ were the key char- 
acteristics that distinguished between the two 
groups. These findings are in line with the conclu- 
sion of Dreyfus and Dreyfus (1986, p30-31), that 
‘experts don’t solve problems and don’t make 
decisions; they do what normally works.’ The nov- 
ice-to-expert learning model provided by Dreyfus 
and Dreyfus (1986) is further investigated by 
McAuley, King and Carr (1998). They report ma- 
jor differences in the way that novices (students) 
and experts (accountants) appraised a case study 
concerning a university. In a study of expert and 
novice (students) auditors Frederick (1991) reports 
differences between the two groups with respect to 
the retrieval of internal controls from memory. 
More generally, Gordon, Slade and Schmitt (1986) 
review 32 studies from the empirical literature in 
industrial/organisational psychology and organi- 
sational behaviour, that replicated a particular 
experiment using different subject groups. They 
conclude from the statistical evidence provided 
that differences existed between the behaviour ob- 
served with students and that observed with non- 
students. 

In contrast to the results reported above, there 
isa body of literature that reports no significant 
differences in the observed behaviour between dif- 
ferent subject groups. In a direct comparison of 
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the mternal contro] judgements by independent 
auditors and students, Ashton and Kramer (1980) 
report a few significant differences between the 
two subject groups. Despite this they conclude 
(p.11) that if consideration is given to ‘the general 
directionality of the data, it appears that the stu- 
dents were adequate surrogates for the auditors.’ 
Similar results are reported by Duh and Sunder 
(1986) and Anderson and Sunder (1992). Student 
participants in those experiments also responded 
in the same manner as professional participants, 
the only difference being an amplification of the 
results when professionals were used. In a further 
study, Remus (1986) reports findings of no differ- 
ences in decision-making between graduate stu- 
dents and managers making production scheduling 
decisions. 

From the above discussion of the empirical ev- 
idence it appears that it is not possible to draw 
any firm conclusions regarding the efficacy of us- 
ing student surrogates in experimental scenarios. 
However, such a conclusion does not recognise es- 
sential differences in the classification/characteris- 
tics of the tasks employed in the above studies. 
Studies in the ‘students are poor surrogates’ group 
tend to elicit ‘judgements’ from subjects about 
complex, ill-defined scenarios (for example, case 
studies with no definitive solution), where prior 
experience and expertise clearly play a major role 
in the judgement forming process. These types of 
studies generally conclude that the significant 
characteristic difference between students (novice) 
and professionals (expert) is one of experience. In 
contrast, however, the tasks employed in studies 
supporting the use of student surrogates are 
generally simple, choice-outcome decisions that 
have well-defined incentive mechanisms. In such 
tasks there exists a transparent connection between 
the decision (choice) and the outcome (whether it 
be certain or probabilistic in nature) and experi- 
ence and expertise in similar scenarios are no 
longer of paramount importance. 

It is possible to draw the general conclusion that 
when novice and expert judgements are considered 
in complex, ill-defined tasks, students are not good 
surrogates for professionals. However, in simple 
and transparent choice-outcome tasks the issues of 
experience and expertise are no longer so relevant 
and the distinction between novices and experts is 
no longer as important. In these scenarios it ap- 
pears students can be used as surrogates for pro- 
fessionals without any obvious loss of external] va- 
lidity. The experimental design adopted in the 
current study represents a simple, choice-outcome 
task. Participants were required to accept or reject 
independent project proposals, each of which had 
two possible paired outcomes: an improvement in 
both profit and league table position or a reduc- 
tion in profit and a fall in league table position. 
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Based on the above line of reasoning the results 
reported in the current study are unlikely to suffer 
from problems of external validity and a loss of 
transferability to the ‘real world’. In discussing the 
issue of external validity, Greenberg (1987: 157) 
suggests that ‘it is not the purpose of any one 
study using college students to explain all that may 
be going on in a larger organizational context. 
Rather, such research may prove to be a valuable 
insight’. The intention of the current study was to 
investigate the potential dysfunctional conse- 
quences of the use of league table position as a 
measure of performance. To this end the study 
adopts a strictly controlled experimental design. 
The results support the conclusion that dysfunc- 
tional consequences are present and are detectable. 
It remains for future work to be conducted in the 
field, safe in the knowledge that a detectable effect 
exists not just theoretically, but empirically in a 
controlled environment. 


7. Discussion and conclusions 


In a sporting context, league tables have been used 
worldwide as a primary measure of success and 
performance evaluation. Recent years have wit- 
nessed a growing trend in the adoption of league 
tables as a means of assessing the performance of 
private and public sector organisations in the 
West. This is the case despite obvious differences 
in the circumstances surrounding the use of league 
tables in disparate contexts. In a sporting context 
the organisation under assessment is the entire en- 
tity (for example, a football team), the primary ob- 
jective of which could be viewed as achieving as 
high a league position as possible (predominantly 
due to higher revenue generation in the form of 
prize money, sponsorship etc.). In contrast, in a 
business context league tables have been used to 
evaluate and compare the performance of sub- 
units of the organisation (for example, depart- 
ments, stores etc.). Thus the unit under assessment 
is not the same in the two contexts. In 2 business 
context it is no longer obvious that the use of 
league tables as a means of performance assess- 
ment and as a motivational device will guarantee 
meeting the entity’s (private or public organisa- 
tion) objectives. The implications of using league 
tables to assess and motivate sub-units of an entity 
are not well understood. The investigation of a 
possible dysfunctional consequence of the use of 
league tables in such a context provides the moti- 
vation for the current study. 

This paper has described a new experiment set 
in the context of an organisational measurement 
system that utilises sub-unit league tables to pub- 
licise performance based on an overall perform- 
ance ‘score’. Anticipated change in league table 
position has been shown to have an impact on de- 
cision-making behaviour over and above the effect 
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of given financial consequences. In particular, 
where an opportunity exists to go to the top of the 
league table, individuals appear to become more 
risk-seeking in their behaviour. Hence, the results 
presented here indicate that the use of league table 
position as a performance indicator seems to lead 
to the dysfunctional consequence of ‘measure fix- 
ation’. Managers of sub-units focus their attention 
on means of improving their unit’s position in the 
league table. This becomes their overriding goal 
and affects the way in which they appraise pro- 
posals. Rather than evaluating proposals in the 
light of their likely impact on the organisation’s 
objectives, managers evaluate them based on the 
likely impact on league table position. Proposals 
that may be to the detriment of the organisation’s 
objectives (for example, projects with negative ex- 
pected cash flows) may well be accepted if there is 
a high probability of improvement in league table 
position (for example, project 3). This phenome- 
non may be particularly prevalent in mangers of 
sub-units that are at, or near, the top of the league 


Appendix 
Experimental project sheet layout 


Project Proposal Al 
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table (for example, store A). The results of this 
study clearly indicate that organisations must be 
cautious in the construction and use of such league 
tables in sub-unit performance assessment and 
motivation. 

Given the potential importance of the current 
findings and the increasing use of league tables 
across both the public and private sectors,’ addi- 
tional research studies might usefully explore if the 
use of league tables as a performance measure 
leads to other types of dysfunctional consequences, 
and if the current results are sensitive to alterations 
in the organisational setting and task, changes in 
input data (that is, changes in the given prior prob- 
abilities and the expected financial outcomes) and 
alternative national and cultural settings. 


4For example, the scheme outlined in the Financial Services 
Authority’s Consultation Paper 28 is considered by Jones and 
Keasey (2000) to represent the beginnings of what will likely 
be known as the Financial Services League Tables. 


You are the general store manager of Store J. Last month Store J was ranked second in the performance 


league tables for the North Region. 


You are considering whether to create some shelf space for the sale of newspapers and magazines. Potential 
sales income must be balanced against the direct costs of the newspapers and magazines as well as the 
opportunity cost of the products displaced. In addition, some customers might formally object to the store 


becoming “more like a newsagent’. 


The relative success of this project depends on which of two possible outcomes occur (X and Y). The impact 


of these outcomes is summarised below: 


Probability of occurrence: 
‘| Monthly financial impact of proposal: 


Effect on overall league table position: 


Outcome X 


2/3 
profit of £7,000 


Outcome Y 


1/3 
loss of £8,000 
move down 


one place to 
third 


move up 
one place to 


first 


On the basis of this information, you must decide whether you would accept or reject the proposed project. 
Please indicate your decision by circling the appropriate response below. 


Accept 
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Incentives and disincentives for voluntary 
disclosure by pension funds: international 


evidence 
Paul J.M. Klumpes* 


Abstract—This paper examines competing proprietary and political cost arguments for incentives facing managers 


of different types of Australian and UK pension fund, to voluntarily disclose pension liability information in annual 


reports sent to their participants. For Australian defined benefit pension funds, the disclosure reveals the fund’s 
actuarial surplus or deficit, which conveys information to participants about the pension fund’s ability to generate 
future cash flows. Tests are conducted on the voluntary reporting practices of a sample of 119 Australian and 100 
UK pension funds, using variables which prior research suggests affects their financial valuation and performance. 
The empirical results support predictions that managerial discretionary disclosure carries proprietary cost implica- 
tions for Australian defined benefit pension funds, as proxied by their investment risk and funding ratio, and 
political cost implications for Australian defined contribution and UK defined benefit pension funds, as proxied by 
their size. Keywords: pension funds, voluntary disclosure, proprietary costs. Classification codes. D82, G22, J41. 


1. Introduction 


Pension funds are increasingly attracting world- 
wide attention by public policy makers as a means 
of facilitating privately-funded retirement income 
savings by an ageing workforce (World Bank, 
1994). In addition to directly affecting the financial 
retirement planning decisions of a large and dif- 
fuse set of participants, pension funds are now 
among the most important institutional investors 
` in many capital markets. But in contrast to the 
relatively established body of securities and cor- 
porations legislation that regulates the corporate 
governance and accountability of publicly held 
corporations to their shareholders (including ap- 
plicable generally accepted accounting principles 
or GAAP), until recently pension funds were rela- 
tively unregulated in most Anglo-American coun- 
tries. Rather, their financial management and con- 
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trol is subject to general ‘trust law principles and 
thus critically depends on the. expertise of ap- 
pointed trustees and their delegatéd financial man- 
agers (Fama and Jensen, 1983). “ 

Alternative methods available in-these countries 
to finance private sector employees’ pension ben- 
efits also significantly affect their level of financial 
accountability. Defined benefit pension funds 
(where employers commit to pay future uncertain 
benefits to their employees, based on final salary 
and years of service) differ from defined contri- 
bution pension funds (where benefits are based on 
accumulated contributions made by employers 
and/or employees and are, by definition, fully 
funded). 

Historically, pension accounting practices in 
Anglo-American countries have reflected a legal- 
istic, explicit contract view of pension contracts; 
which implied that actuarial-based obligations for 
prior service costs do not accrue to a sponsoring 
employer of a defined benefit pension fund as ac- 
counting liabilities. However, this perspective was 
challenged in the US by the development of eco- 
nomic theory, largely sanctioned by government 
legislation (the Employee Retirement and Income 
Security Act of 1974), concerning the importance 
of valuing implicit pension contract rights within 
the employee compensation package. This in turn 
led to the promulgation of US accounting stan- 
dards that attempted to standardise the measure- 
ment and recognition of the annual, periodic dif- 
ference (deficit or ‘surplus’) between pension 
funds assets (based on market value) and actuari- 
ally-determined pension liabilities (based on pres- 
ent value, discounted using market rates) in the 
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accounts of both employer sponsors (SFAS 87, 
Employer Sponsors’ Accounting for Pension Costs) 
and pension funds (SFAS 35, Accounting by De- 
fined Benefit Pension Plans). 

By contrast, while pension rights are also now 
legally regarded as implicit contracts under current 
legislation in both Australia (Superannuation In- 
dustry Supervision Act, 1993) and the UK (Pen- 
sions Act, 1995), the associated pension obligation 
is not recognised in the financial statements on a 

standard annualised basis. Instead, pension obli- 
gations are valued by actuaries on a triennial basis, 
using various methods and assumptions. These fig- 
ures are disclosed by way of footnote to the ac- 
counts of the employer sponsor (under AASB 1028 
Accounting for Employee Retirements and SSAP 24 
Accounting for Pension Costs respectively). More- 
over, while the equivalent figure must also now be 
disclosed by Australian pension funds (under AAS 
25 Financial Reporting by Superannuation Plans, 
effective 30 June 1993), it need not be disclosed by 
UK pension funds (under the Revised SORP 1, 
Financial Reports of Pension Schemes, effective 6 
April 1997). 

The differential accounting treatment of pension 
obligations; both in terms of both its non-recog- 
nition on a standardised, annual basis (Australia 
and the UK, vis à vis the US) and as between the 
employer sponsor and pension funds (the UK, vis 
a vis Australia), reflect implicit trade-offs made by 
accounting standard setters in these countries be- 
tween the perceived relevance and reliability of 
these figures to their potential users (i.e. employee 
participants). These differences seem anomalous, 
given new proposals by both the International Ac- 
counting Standards Committee and the Account- 
ing Standards Board that require employer spon- 
sors to recognise pension liabilities (Exposure 
Draft 54 and FRED 20, respectively). 

The purpose of this paper is to examine what 
incentives faced by managers of defined benefit 
and defined contribution pension funds in both 
Australia and the UK caused them to voluntarily 
disclose pension plan asset and liability informa- 
tion in annual reports sent to employee partici- 
pants, after pension legislation was enacted, but 
before these accounting standards (Le. AAS 25 
and the Revised SORP 1) became fully effective. 
In addition to uncovering new evidence about fac- 
tors affecting managerial discretion over voluntary 
disclosures made to a much larger, but more dif- 
fuse set of financial statement users than share- 
holders, this paper makes two contributions to the 
extant (mostly-US-based) literature on managerial 
pensions-related discretionary behaviour.' First, 


‘Prior US-based empirical studies have examined the vol- 
untary disclosure of defined benefit pension fund information 
by employers (e.g. Scott, 1994), their pension funding and ter- 
mination strategies (¢.g. Thomas, 1989; Stone, 1991), and the 


ACCOUNTING AND BUSINESS RESEARCH 


while prior studies assume that the employer spon- 
sor’s shareholders effectively own pension fund as- 
sets and liabilities, this study more realistically ac- 
knowledges that, consistent with case law and 
pension legislation recently enacted in both Aus- 
tralia and the UK, employees may have a legal 
claim over a portion of the pension fund surplus. 
Second, this study examines discretionary behav- 
iour in settings with lower disclosure thresholds 
(Australia and the UK), and are expected to 
systematically differ between both (i) defined ben- 
efit or defined contribution funds operating in the 
same institutional environment (Australia); and 
(u) defined benefit funds operating in different set- 
tings (Australian versus the UK). 

Two alternative disclosure theories explain vol- 
untary disclosure incentives by Australian and UK 
pension fund managers. First, Verrecchia’s (1983) 
proprietary cost theory implies that the threshold 
level of disclosure is measured in terms of news 
favourableness and proprietary cost. These effects 
are offsetting, so that the incentive not to disclose 
is increasing in the size of proprietary costs, re- 
sulting in the disclosure of only more favourable 
news. Thus, the probability of a manager disclos- 
ing information is negatively associated with the 
proprietary costs attached to the disclosure, and is 
positively associated with the favourableness of the 
news in the disclosure. Alternatively, the ‘political 
costs’ hypothesis implies that managers’ incentives 
to voluntarily report pension fund financial 
information to participants was affected by polit- 
ical costs of making the disclosure, since the ade- 
quacy of laws governing the financial account- 
ability of pension funds in both Australia and the 
UK was subject to intense political scrutiny. Nei- 
ther of these theories has previously been used to 
explain managerial discretion over pension fund 
finanical reports sent to participants.’ 

Voluntary financial reporting by Australian 
pension funds to their participants during the 
period 1991-1992 and UK pension plans in 1995- 
1996 is suitable for testing these disclosure theories 
for a number of reasons. First, prior to the sub- 
sequent enactment of relevant legislation to man- 
date their financial reporting, pension plans were 
not obliged to send financial reports to their par- 
ticipants. Second, there were political threats to 


stock market’s valuation of their pension assets and liabilities 
(e.g. Daley, 1984; Dhaliwal, 1986; Landsman, 1986; Barth, 
1991; Barth et al., 1992; Ang et al., 1999). 

2Scott (1994) examines the voluntary disclosure of defined 
benefit pension fund asset and liability information by a sample 
of 288 Canadian firms in 1987. Consistent with the implications 
of Verrecchia’s (1983) proprietary cost theory, he finds that the 
disclosure is mitigated by both proprietary cost and news fa- 
vourableness effects. However, Scott (1994) does not examine 
what incentives face managers to disclose such information to 
their participants or if those same incentives also apply to non- 
corporate sponsored pension funds. 
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regulate pension fund financial reporting during 
this period (Klumpes, 1993) Third, Cramer and 
Neyhart (1980) show that pension fund financial 
information is potentially value-relevant to fund 
participants. Fourth, this information is also po- 
tentially value-relevant to the sponsoring firm’s 
shareholders, which has proprietary cost 
implications.‘ 

This study develops testable hypotheses and 
empirical surrogates for both the proprietary and 
political cost implications of the voluntary disclo- 
sure decision. It is hypothesised that voluntary dis- 
closure incentives are driven primarily by pro- 
prietary costs facing Australian defined benefit 
pension fund managers, and by political costs for 
managers of both Australian defined contribution 
pension funds and UK defined benefit pension 
funds. These competing theoretical explanations 
are tested by developing empirical proxies for both 
proprietary costs (fund’s investment risk and in- 
vestment returns), and political costs (fund size, 
funding ratio and expense ratio). 

The empirical data set comprises voluntary fi- 
nancial reporting and financial characteristics of 
random samples of 119 Australian (55 defined 
benefit and 64 defined contribution) and 100 UK 
(defined benefit) pension funds. Consistent with 
the proprietary cost theory, Australian defined 
benefit pension funds incurring higher operating 
costs, higher funding ratios and higher investment 
risk voluntarily adopted the general purpose finan- 
cial reporting provisons of AAS 25. Consistent 
with the political cost hypothesis, larger Australian 
defined contribution pension funds voluntarily 
adopted AAS 25, and larger UK defined benefit 
pension funds voluntarily adopted the Revised 
SORP 1. 

The rest of this paper is organised as follows. 
Section 2 provides the institutional background for 
explaining voluntary disclosure by Australian and 
UK pension fund managers, when alternative fi- 
nancial reporting formats were available. Section 
3 outlines the theoretical antecedents, and Section 
4 develops the disclosure hypotheses. Section 4 de- 
scribes the research model, while Section 5 reports 
the results of empircal tests. Finally, Section 6 ca 
vides a summary and conclusion. 


3Klumpes (1993) contains a comprehensive discussion of the 
implications arising from the Maxwell fiasco for the subsequent 
reform of laws regarding the financial accountability of Aus- 
tralian pension funds. 

4Ang et al. (1999) investigate the value relevance of pension 
disclosures as required by AASB 1028 by samples of 51 indus- 
trial and 81 Australian firms during 1994-1995. They find that 
market participants view pension assets and liabilities as being 
value relevant to the sponsoring industrial firm. Since AASB 
1028 was not issued until 1994 (and was not effective until 30 
June 1995), pension liability information disclosed voluntarily 
by defined benefit pension plan managers under AAS 25 was 
also potentially value-relevant to other users (investors) during 
this earliest period. 
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2. Institutional background 


Pension fund accounts in both Australia and the 
UK were previously based on industry-developed 
financial reporting guidelines (hereinafter ‘IRG’). 
Both the Australian and UK pension industries 
first developed IRG for annual reporting to par- 
ticipants in 1986 (Klumpes, 1994b). Under. IRG, 
the present value of future accrued pension obli- 
gations payable to employee participants (‘accrued 
benefit obligation’, hereinafer ‘ABO’) is deemed as - 
being an actuarial calculation and thus need not 
be reported to participants. 

IRG are in most respects identical to AAS 25— 
except that pension fund managers were not re- 
quired to report the plan’s net surplus or deficit 
(of assets over the accrued benefits they were 
obliged to transfer in the future to members and 
beneficiaries). Similarly, although the Revised 
SORP 1 did not require UK pension fund man- 
agers to disclose pension liabilities, it contained . 
significantly more detailed disclosure of pension li- 
ability assumptions and of pension assets than that 
required by IRG. Since both AAS 25 and the Re- 
vised SORP 1 were not effective for over a year 
after they were issued, some pension fund man- 
agers faced an incentive to voluntarily use IRG 
during this transitional period (1991-92 in Austra- 
lia; 1996-7 in the UK). 

Compared to the Revised SORP1, AAS 25 re- 
quires both defined benefit and defined contribu- 
tion pension funds to disclose their ABO, thus re- 
vealing their periodic net surplus or deficiency. 
However, the Australian pension industry actively 
lobbied against AAS 25 on the grounds that the 
recognition of the ABO would only serve to ‘con- 
fuse and mislead’ participants, and that disclosing 
the net surplus or deficit would cause pension fund 
managers to adopt more conservative investment 
and funding strategies.° The industry’s views were 
later endorsed by the industry’s regulator, the In- 
surance and Superannuation Commission (ISO), 
which subsequently issued regulations in mid-1992 
that were based on IRG, mandating the disclosure 
of abbreviated statements of pension fund net as- 
sets and changes in net assets in annual financial 
reports sent to participants (Klumpes, 1994b). 
These regulations applied for reporting periods 
ending on or after 30 June 1993, the same date at 
which AAS 25 became effective. Table 1 summar- 
ises the major conceptual differences between AAS 
25, the Revised SORP and IRG which are relevant 
to this study. 


5Ang et al. (1999) cite evidence that the recognition and 
measurement proposals for employer sponsors’ pension liabil- 
ities-‘also met with vigorous opposition, particularly from em- 
ployers sponsoring defined benefit pension plans (Lambert and 
Gallery, 1996). 
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Empirical research (Anderson and Sharpe, 1992, 
Klumpes, 1994a and Herbohn and Buchan, 1995) 
have surveyed the level of voluntary compliance 
with AAS 25 by samples of pension funds during 
1991-92, by distinguishing between ‘partial’ (pen- 
sion funds voluntarily adopting IRG) and ‘full’ 
compliance (pension funds adopting AAS 25). The 
results of these studies generally find a low level of 
full compliance with AAS 25 by defined benefit 
funded pension funds, but a much higher level of 
full compliance by defined contribution funded 
pension funds. These results are intuitively plaus- 
ible. The latter are by definition fully funded at 
any point in time, since their ABO always equals 
the fair market value of their net assets. Thus (ig- 
noring incremental information production and 
related expenses of management associated with 
implementing the standard) full compliance with 
AAS 25 is relatively costless to defined contribu- 
tion funds. By contrast, the task of merely calcu- 
lating the funding for defined benefit pension 
funds is more costly and complex, and therefore 
resulted in a lower level of compliance with AAS 
25. Moreover, since the ABO is largely funded by 
a third party (the employer sponsor) and is not a 
verifiable, known value but is based on an actu- 
arial estimate, it will rarely, if ever, exactly equal 


Table 1 
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the fair market value of assets. Due to actuarial 
discretion over the assumptions underlying the 
ABO, the resulting volatility in the reported sur- 
plus or deficit level is also susceptible to earnings 
management behaviour by the employer sponsor 
(Fogarty and Grant, 1995). 

For UK pension funds, Klumpes and Manson 
(2000) find a relatively higher level of full compli- 
ance with the Revised SORP 1 by UK defined ben- 
efit pension funds. These results are intuitively 
plausible since, unlike AAS 25, their ABO need 
not be reported under the Revised SORP 1. The 
next section develops this insight into more de- 
tailed proprietary and political cost explanations 
for the observed variation in the propensity of 
various types of pension fund managers to vol- 
untarily disclose the ABO. 


3. Theoretical antecedents 


Scott (1994) reviews the testable implications of 
Verrechia’s (1983) proprietary cost theory, in 
which the threshold level of disclosure is measured 
in the favourableness of news and is increasing in 
proprietary cost. These effects are offsetting, so 
that the incentive not to disclose is increasing in 
the size of proprietary costs, resulting in the dis- 


Alternative financial reporting standards available to Australian and UK pension funds 


‘Financial Reporting by 
Superannuation Plans’ 
(AAS 25) 


Issued by Australian 
Accounting Research 
Foundation on behalf of 
the Australian 
Accounting Standards 
Board 


Australian Accounting 
Standard AAS 25 


Issuing authority 


Form of standard 


Issue date 1990, revised 1992 and in 


1993 

Reporting periods ending 
from 30 June 1993. 
(revised from 30 June 
1992) 

Operating statement of 
financial position 

Cash flow statement 


Effective date 


Financial reports to be 
produced 


Fund account 
Net assets statement 


‘Financial Reporting by Industry Recommended 

Pension Schemes’ Guidelines (IRG) 

(Revised SORP1) 

Pensions Research Pension industry 

Accounting Group ` (Australia), Accounting 
Standards Committee (UK) 

Revised Statement of Schedule 8 to Occupational 

Recommended Practice Superannuation Standard 

(1996) Regulations (1991) 
(Australia), Statement of 
Recommended Practice 
(1996) (UK) 

1996 1991 (Australia) 1986 (UK) 


Reporting periods ending Reporting periods ending 
on or after 6 April 1997 


from 30 June 1993 (Aust). 
Reporting periods ending 
after 6 April 1987 (UK) 
Statement of net assets 
(Aust. and UK); Statement 
of changes in net assets 
available to pay benefits; 
Revenue account (UK) 


~~ 
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closure of only more favourable news. Thus, the 
theory divides into two general hypotheses. First, 
the probability of disclosing information is nega- 
tively associated with the proprietary costs at- 
tached to the disclosure; second, it is positively as- 
sociated with the favourableness of the news in the 
disclosure. 

Verrecchia’s (1983) proprietary cost theory has 
testable implications for explaining voluntary dis- 
closure incentives facing firms whenever informa- 
tion is value-relevant and proprietary costs are im- 
portant. However, it does not bear directly upon 
settings where equivalent disclosures are made by 
entities not potentially exposed to proprietary 
costs, such as not-for-profit or mutual organisa- 
tions. Lim and McKinnon (1993) examine volun- 
tary disclosure practices of 50 commercial and 
semi-commercial statutory authorities in the Aus- 
tralian State of New South Wales in 1984. They 
hypothesise that, compared to authorities with low 
political visiblity, authorities with high political 
visibility will voluntarily disclose more informa- 
tion of a ‘non-sensitive nature’, but will not dis- 
close more information of a ‘sensitive’ nature. 
Their results are consistent with these hypothesised 
relations. However, Lim and McKinnon (1993) do 
not define precisely ‘sensitive information disclo- 
sure’ or describe its consequences, noting only that 
it is financial in nature and ‘attracts favourable at- 
tention and questions which may lead to the im- 
position of political costs’.® 


4. Hypothesis development 


‘In this section, we make predictions about the re- 
lation between observed voluntary disclosure prac- 
tices and voluntary incentives faced by managers 
of Australian and UK pension funds. The discre- 
tionary disclosure decision facing Australian pen- 
sion fund managers during 1992 and facing UK 
pension fund managers during 1996 is of interest 
to this study because it signals their sensitivity to 
either political scrutiny or to the presence of a 
fund-specific proprietary cost, which may explain 
a voluntary disclosure policy when a new disclo- 
sure rule presents itself. The proprietary and po- 
litical cost explanations propose that Australian 
pension fund managers of both types of pension 
fund may face either incentives or disincentives to 
voluntarily adopt AAS 25, but for potentially dif- 
ferent reasons. Hypotheses are developed 
separately for proprietary costs and political costs. 


4.1. Proprietary cost hypothesis 
Defined benefit pension fund managers electing 
to comply fully with AAS 25 face a trade-off be- 


Observed financial reporting practices by Australian public 
sector entities were affected by their political visibility (Lim and 
McKinnon, 1993). 
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tween the news favourableness of disclosing the re- 
ported net surplus or deficit and the potential pro- 
prietary costs associated with making this 
disclosure. This is because it conveys future cash 
flow information about the sponsoring firm’s abil- 
ity to manage its future contractual commitments 
to pay pension benefits (based on the fund’s cur- 
rent investment, funding and other operating con- 
ditions). Thus, a proprietary cost to defined benefit 
pension fund managers of voluntarily adopting 
AAS 25 is that the fund’s net surplus or deficit, 
which may be sensitive to minor fluctuations in 
investment or funding policy, must be reported to 
pension fund participants. Scott (1994) develops 
surrogates for proprietary costs which indicate 
that the presence of certain pension fund financial 
characteristics, such as underfunding, a risky in- 
vestment strategy and high levels of expenses, re- 
veals the presence of a proprietary cost—the cost 
of controlling the size of the pension fund surplus/ 
deficit—which is then influential in setting a pen- 
sion fund disclosure policy when a new disclosure 
rule presents itself. 

This information has proprietary cost implica- 
tions for managers of Australian defined benefit 
pension funds because full compliance with the 
ABO reporting provisions of AAS 25 is potentially 
value-relevant to both participants and other fi- 
nancial statement users. Indeed the presence of 
proprietary costs might well have motivated man- 
agers to lobby against the controversial standard. 
Similarly, proprietary costs may explain strenuous 
efforts made by defined benefit pension fund spon- 
sors to oppose subsequent efforts to impose equiv- 
alent measurement and recognition criteria for em- 
ployer sponsors’ pension liabilities (Lambert and 
Gallery, 1996; Ang et al., 2000). 

On the other hand, managers of Australian de- 
fined contribution pension fund managers are 
unlikely to face any proprietary costs associated 
with the disclosure decision, since employer spon- 
sors are not liable for funding future, uncertain 
pension benefits payable to participants. Similarly, 
since UK defined benefit pension fund managers 
are not required to disclose the ABO, their vol- 
untary compliance with the Revised SORP 1 does 
not convey potentially value-relevant information. 
The proprietary costs hypothesis is stated (in al- 
ternative form) as follows: 


Hla: The probability of an Australian defined ben- 
efit (Australian defined contribution) pension fund 
manager voluntarily adopting AAS 25 decreases 
with (is unaffected by) its proprietary cost 
implications. 

Hib: The probability of a UK defined benefit pen- 
sion fund manager adopting the Revised SORP 1 
is unaffected by its proprietary cost implications. 
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4.2. Political costs hypothesis 

During the period 1991-2, three separate politi- 
cally-motivated public enquiries were conducted 
into the adequacy of pension plan accountability 
(Klumpes, 1993). As is argued below, such issues 
are more likely to be significant for defined benefit 
pension funds. However, managers who elect not 
to disclose it may be exposed to greater political 
scrutiny by the media or government threats of 
regulatory intervention. It is hypothesised that de- 
fined contribution pension funds with high politi- 
cal visibility would be more likely to voluntarily 
adopt AAS 25 than those with low visibility. It 1s 
also argued that a similar relationship holds for 
UK defined benefit pension funds in their decision 
to voluntarily comply with the Revised SORP 1. 

However, such trade-offs are unlikely to arise 
for Australian defined benefit pension funds. An- 
ecdotal evidence suggests the few defined benefit 
pension funds that voluntarily adopt AAS 25 suf- 
fered unfavourable political attention due to a mis- 
understanding about its financial impact (Walker, 
1991).’ Pressure groups representing a large num- 
ber of Australian defined benefit pension funds 
(The Association of Superannuation Funds) and 
their professional advisers (the actuarial profes- 
sion) actively opposed AAS 25. Even when they 
failed to block the standard, they subsquently per- 
suaded the ISC to adopt IRG as the basis of 
legislation mandating pension fund financial re- 
porting (Klumpes, 1994a). Since political agenda- 
building activities by these pressure groups suc- 
ceeded in publicising their views and securing 
access to government regulators, it is unlikely that 
individual defined benefit pension fund managers’ 
subsequent voluntary disclosure decision (whether 
or not to fully comply with AAS 25) would have 
had any political cost implications. The political 
costs hypothesis is: 


H2: The probability of an Australian defined con- 
tribution or UK defined benefit (Australian de- 
fined benefit) pension fund manager voluntarily 
adopting IRG increases with (is unaffected by) 
their political costs implications. 


5. Method 


5.1. Sample selection 

Representative samples of pension fund partici- 
pant financial reports were selected by reference to 
the underlying population of Australian pension 
funds that were identified by an Insurance and Su- 
perannuation Commission (1994) census as being 
subject to mandated reporting rules, effective on 


Walker (1991) discusses the intense political scrutiny of Aus- 
tralia’s largest pension plan, the State Authorities Superannua- 
tion Board of New South Wales, after it voluntarily disclosed 
a large unfunded net deficit in accordance with AAS 25 in 
March 1991. i 
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30 June 1993. Australian pension funds considered 
eligible for inclusion in the study were those sub- 
ject to the Superannuation Industry Standards Act 
1994 (total assets exceeding A$1m. or having more 
than four active participants). Identical sample se- 
lection criteria were applied to UK pension funds. 

A sample of 150 pension funds was randomly 
selected from the 1992 edition of The Blue Book, 
an annual professional publication listing names 
and contact addresses of approximately 1,500 Aus- 
tralian pension funds. This publication is widely 
distributed throughout the Australian pension in- 
dustry and thus was considered to be representa- 
tive of the wider population Australian pension 
funds. Each pension fund manager was asked to 
supply a copy of their 1991-92 annual financial re- 
port sent to participants. A similar procedure was 
employed to identify an equivalent number of UK 
pension funds. They were selected from the 1995 
edition of Pension Funds and Their Advisers. 

A total of 119 (80%) Australian and 100 (67%) 
UK pension funds supplied annual reports. Of the 
Australian sample, 54 were defined benefit funded 
and 65 were defined contribution funded. For con- 
trol purposes, only defined benefit pension funds 
were selected for inclusion in the study. A review 
of non-respondent pension funds indicated that 
the financial and operating characteristics were 
similar to those of the final sample. 


5.2. Measurement of information disclosure 

Voluntary disclosures were examined on the ba- 
sis of whether or not a pension fund financial re- 
port sent to participants disclosed a net surplus or 
deficit. This was examined for annual reports sent 
by sample pension funds to their participants in 
the last year prior to the mandating of pension 
fund financial reports, namely the year ended 30 
June 1992 (for Australian funds) and the year 
ended 5 April 1996 (for UK funds). A dichoto- 
mous variable, FRS, was used. This dichotomous 
variable was considered to be appropriate for the 
Australian sample because managers electing to 
use AAS 25 must prepare financial reports which 
incorporate the pension fund’s periodic surplus or ` 
deficit, information which Scott (1994) suggests is 
potentially value relevant to both investors and 
employees of the sponsoring firm. The same di- 
chotomous variable was used to identify UK pen- 
sion funds which prepared financial statements in 
accord with the Revised SORP 1. The dummy de- 
pendent variable indicates whether the pension 
fund managers adopt (= 1) or do not adopt (=0) 
FRS during the study period. 


5.3. Development of empirical proxies for 
proprietary costs (Australian funds) 

This sub-section introduces various empirical 
proxies for proprietary and political costs which 
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Klumpes and McCrae (1999) find have potentially 
non-trivial cash-flow effects on a pension fund’s 
valuation and financial performance, and thereby 
potentially affect its manager’s voluntary disclo- 
sure decision. The first three independent varia- 
bles, FUNDR, INVRISK and INVRTN, are in- 
tended to capture proprietary costs related to the 


Table 2 
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pension fund’s ability to insure participants 
against various sources of retirement income risk 
(Bodie, 1990). Prior US-based empirical studies 
(Thomas, 1989; Stone, 1987) show that defined 
benefit pension fund investment and funding pol- 
icies are subject to incentive conflicts between the 
employer sponsor and the participants. According 


Descriptive statistics: sample and population of Australian and UK pension funds 


This table summarises descriptive statistics for Australian defined contribution pension funds (panel A), 
Australian defined beneñt pension funds (panel B), and for UK defined benefit pension funds (panel C), for 
both the sample and population. Statistics are for the year ended 30 June (1992) (Australia) or 5 April 1997 


(UR) 


Panel A: Australian Defined Benefit Funds (Population N= 3,209; Sample N=54) 


Population 
Mean 
EXPENSE 1.25 
INVRIN 6.29 
INVRISK n.a. 
FUNDR n.a. 
SIZE 34.7 


Sample 
Mean Min. Max. Std Dev. 
0.39 0.00 6.12 0.78 
6.95 — 4.89 8.82 4.81 
73.81 ]6.44 99.69 14.08 
—0.01 — 0.40 0.52 0.12 
390 4.11 3,485. 655.60 


Panel B: Australian Defined Contribution Benefit Funds (Population Size N=1,370; Sample N=65) 


Sample 
Population 
Mean Mean Min. Max. Std Dev. 
EXPENSE 2.01 0.82 0.01 5.00 0.95 
INVRTN 6.25 7.63 0.00 20.34 4.05 
INVRISK n.a. 62.33 0.00 100.00 28.70 
FUNDR n.a. 0.06 0.06 0.85 0.21 
SIZE 28.09 112 1.19 887 161.1 
Panel C: UK Defined Benefit Funds (Population N= 1,400; Sample Size N= 100) 
Sample 
Population 
Mean Mean . Min. Max. Std Dev. 
EXPENSE n.a. 0.39 0.00 11.70 1.27 
INVRTN n.a. 16.40 0.00 34.95 4.33 
INVRISK 83.2 86.35 0.00 100.00 15.28 
FUNDR n.a. 0.03 — 0.06 0.33 / 5.05 
SIZE 192.1 750 1.00 22,287 2,687.7 


EXPENSE is the sum of all operating expenses, excluding taxes, as a percentage of net assets of the pension 
fund as at 30 June 1992. 

INVRIN is the sum of realised and unrealised gross income earned by the pension fund for the year ended 
30 June 1992, expressed as a percentage of total assets of the pension fund as at 30 June 1992. 

INVRISK measures the level of investment risk exposure involved in a pension fund manager’s strategic long- 
term allocation policy, defined as the total investment portfolio (allocated to professional fund managers) that 
did not comprise cash or cash-equivalent assets (e.g: stocks, property) as at 30 June 1992. 

FUNDR is the ratio of total contributions received, plus investment returns earned (net of expenses), less total 
benefit payments made over the three years ended 30 June 1993, divided by total net assets of the fund over 
three years ended 30 June 1993. 

SIZE measures the market value of total assets of a pension fund in A$ or £m, as at 30 June 1992. 
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to the proprietary cost hypothesis, the probability 
of defined benefit pension fund managers volun- 
tarily using AAS 25 decreases for those with rela- 
tively low funding ratios, high levels of investment 
return or relatively non-liquid or ‘risky’ 
investments. 

FUNDR is the pension fund’s funding ratio, and 
indicates the funding status of the pension fund. 
Standard measures of pension funding ratios used 
in prior empirical accounting research studies 
(Tinker and Ghicas, 1993) are based on the stock 
relationship of known pension assets less pension 
liabilities, divided by pension liabilities. However, 
this ratio is not appropriate to this study for a 
number of reasons. First, pension liabilities (rep- 
resented by the ABO) are only available for de- 
fined benefit pension funds which voluntarily dis- 
close this figure during the study period. Second, 
this figure is meaningless for defined contribution 
pension funds, which by definition are fully funded 
(on a full accrual accounting and going concern 
basis). 

In this study, FUNDR is measured as an alter- 
native ‘flow’ relationship of annual contributions 
received, plus investment returns earned (net of ex- 
penses), less annual benefit payments. This is then 
scaled by total fund net assets for the relevant 
period to derive comparable ratios across the sam- 
ple. Mitchell and Smith (1994) suggest that this 
alternative flow measure has the advantage of 
avoiding the artificiality induced by managerial 
‘smoothing’ of actuarial assumptions underlying 
the assets and liabilities. To reduce the sensitivity 
of this variable to periodic ‘contribution holidays’ 
by the employer sponsor or other growth effects, 
it is averaged for the three years ended 30 June 
1993. Poorly funded defined benefit pension funds 
are more likely to be sponsored by highly lever- 
aged and unprofitable employer firms (Bodie et al., 
1987), or to be voluntarily terminated by the em- 
ployer sponsor (Stone, 1991) 

INVRISK is a proxy for the reputation-related 
risk that the pension fund’s investment portfolio 
might be invested inappropriately by the financial 
intermediary from the pension fund’s viewpoint 
(e.g. investing in non-liquid securities that cannot 
be used to fund current benefit payments). It meas- 
ures the percentage of pension fund total assets 
that comprised classes of risky assets (eg: fixed in- 
terest securities, stocks, property), as at 30 June 
1992, that are not available to fund benefit pay- 
ments for the year ended 30 June 1992. Pension 
funds which invest in more risky assets are likely 
to be sponsored by less reputable employer firms 
(Bodie et al., 1987). 

INVRISK is a proxy for the risk that the pen- 
sion fund’s investment portfolio might be invested 
in ‘risky assets from the pension fund partici- 
pant’s viewpoint (e.g.: equities, property) (Amir 
and Benartzi, 1998). Fama and Jensen (1983) 
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claim that investment is influenced by the ability 
to expand and contract the portfolio at least cost 
(i.e. via cash or cash-convertible securities). Jeffrey 
(1983) similarly notes that most pension funds are 
concerned with the likelihood of having sufficient 
cash with which to make future expected benefit 
payments. US pension funds invested approxi- 
mately 37% of their assets in cash or cash equiv- 
alents in 1993 (Logue and Rader, 1998, 109). 

Consistent with this conceptualisation, IN- 
VRISK is measured as the level of investment risk 
exposure involved in a pension fund manager’s 
strategic long-term asset allocation policy, defined 
as the total investment portfolio (allocated to pro- 
fessional fund managers) that did not comprise 
non-cash or cash-equivalent assets as at 30 June 
1992. The Australian pension industry pressure 
groups (most members of which were trustees of 
or professional advisers to defined benefit pension 
funds), opposed AAS 25 on the grounds that its 
adoption would cause pension fund managers to 
adopt more cautious investment policies in order 
to minimise variation in the net surplus or deficit 
(AAS 25 requires all pension fund assets to be 
marked-to-market). Thus, managers of defined 
benefit pension funds with relatively low invest- 
ment risk face relatively lower proprietary costs in 
using AAS 25. 

INVRTN measures in percentage terms total 
realised and unrealised gains or losses on pension 
fund investment, divided by net fund assets, for the 
year ended 30 June 1992. INVRTN is considered 
to have proprietary cost implications. Defined ben- 
efit pension fund managers who generate relatively 
higher returns earned on the pension fund port- 
folio for a given level of risk exposure are more 
likely to meet future cash outflow obligations, and 
consequently less likely to face proprietary costs in 
exercising discretion to voluntarily adopt the pen- 
sion liability reporting provisions of AAS 25. 


5.4. Development of empirical proxies for 
proprietary costs (Australian and UK funds) ; 
A standard proxy for political costs used by 
prior empirical accounting studies has been size. 
However, although size has been found to be an 
important factor in explaining accounting policy 
choice, Lim and McKinnon (1993) caution against 
the unquestioning acceptance of firm size as a 
proxy for political visibility. While interpreting 
size is problematic, Scott (1994) notes that it must 
be included as a control because of its demon- 


8Lim and McKinnon (1993, 200) cite prior authorities (Zmi- 
jewski and Hagerman (1981: 147), Ball and Foster (1982: 182) 
and Holthausen and Leftwich (1983: 108)) who caution against 
the unquestioning acceptence of firm size as a proxy for polit- 
ical visibility, and note that Watts and Zimmerman (1990: 152) 
have stressed the importance of developing more precise prox- 
ies for political costs. 
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strated association with disclosure as a political 

cost proxy. SIZE measures the market value of 

total assets of a pension fund m A$m. as at 30 

June 1992. For the combined Australian (UK) - 
sample, pension fund assets varied from A$4 (£1) 

m. to A$3,485 (£750)m. In the statistical tests the 

SIZE variable is converted to log scale. 

In addition to the traditional size proxy, the 
pension fund’s expense ratio (EXPENSE) is used 
to measure the political costs faced by Australian 
and UK defined contribution pension funds during 
the relevant study period (the higher the ratio the 
higher the costs). By contrast, Bodie (1990) notes 
that a defined benefit pension fund’s expense ratio 
is likely to be subsidised by the employer sponsotr’s 
payroll system. Consequently, the expense ratio is 
less likely to be politically visible for managers of 
these types of fund, irrespective of their institu- 
tional setting. 

EXPENSE is measured as the sum of all oper- 
ating expenses, excluding taxes, as a percentage of 
net assets of the pension fund as at 30 June 1992. 


*The level of expenses incurred by a professional manager of 
a delegated investment portfolio (such as pension funds or mu- 
tual funds) is sometimes referred to as the intermediary 
‘spread’, or difference between the rates of return on a mutual 
fund’s portfolio and the amount made available to retail in- 
vestors. Brennan (1995) cites evidence that this quantity, al- 
though apparently a small proportion of total managed assets, 
can be economically very significant to retail investors and to 


Table 3 
Correlations among independent variables 


Variables EXPENSE LNSIZE 


Panel A: Australian Defined Benefit Pension Funds 


EXPENSE 1.00 
LNSIZE < 0.32° 
INVRTN 0.05 
INVRISK — 0.18° 
FUNDR 0.06 


1.00 
0.07 
— 0.11 
— 0.14 


Panel B: Australian Defined Contribution Pension Funds 


EXPENSE 1.00 
LNSIZE 0.04 
INVRTN — 0.02 
INVRISK 0.14 
FUNDR 0.278 


— 


1.00 
— 0.03 
— 0.195 

0.21? 


Panel C: UK Defined Benefit Pension funds 
EXPENSE 1.00 
LNSIZE — 0.05 
INVRTN — 0.06 
INVRISK — 0.04 
FUNDR —0.18° 


1.00 

0.06 
— 0.04 
— 0.225 
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During the study period, political inquiries investi- 
gated alleged poor management practices of some 
types of pension fund as reflected by relatively 
high expense levels (Klumpes, 1994a). Conse- 
quently, for political visibility reasons, the propen- 
sity of the manager to report the pension fund’s 
net surplus or deficit is posited to be negatively 
related to the level of expenses incurred by the 
fund. 


5.5. Descriptive statistics 

For the sample pension funds and for all Aus- 
tralian pension funds in 1991-92, Table 2 reports 
a comparison of the mean size, expense and in- 
come ratios (as percentages of total fund assets). 


‘These are shown separately for the Australian de- 


fined benefit fund (Panel A) and defined contri- 
bution fund (Panel B) samples, and the UK de- 
fined benefit fund sample (Panel C). Tests of 
sample representativeness were not conducted be- 
cause neither of the sample are normally distrib- 
uted and because comparable population means 
are not readily available for Australian and UK 
samples for at least some of the explanatory var- 
iables (as discussed below). 


pension fund participants, when deducted from reported 


income. 


0.18° 


0.07 1.00 


Notes: LNSIZE is the natural log of SIZE. Other variables are as defined in Table 3. a<0.01, b<0.05. The 
Table contains product-moment (Pearson) correlation coefficients. 
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For the Australian samples, fund size (SIZE) 
and income (INVRTN) for the sample pension 
funds exceed those for the population, and the ex- 
pense ratio (EXPENSE) is smaller. These findings 
are expected, as larger pension funds incur lower 
expense ratios. SIZE is relatively higher for de- 
fined benefit pension funds, reflecting that they are 
relatively more established. By contrast, while 
INVRTN is about the same, EXPENSE differs no- 
ticeably, since many employer sponsors subsidise 
the cost of operating defined benefit funds. 

Relative to the equivalent Australian defined 
benefit pension fund sample, UK pension funds 
are larger (reflecting their relative maturity). They 
also earned substantially higher investment returns 
over the period 1995-96 than did the Australian 
funds during 1991-2. There are a number of 
possible sources of this variation. First, returns on 
most risky asset classes were substantially higher 
for pension funds in the latter period, due to the 
worldwide recovery of asset prices following the 
Gulf War and associated recession. Second, UK. 
pension funds are relatively more exposed to risky 
asset classes, such as equities, than their Australian 
counterparts (as reflected by INVRISK), which 
would magnify the periodic differences in average 
return. 

Table 2 also reports descriptive statistics for the 
INVRISK and FUNDR for both types of fund, for 
which comparable population means are not read- 
ily available. FUNDR varied from — 40% to +52% 
and —6% to +33% for the samples of Australian 
and UK defined benefit pension funds, and from 
6% to 85% for the sample of Australian defined 
contribution pension funds. FUNDR is thus rela- 
tively lower for the sample defined benefit pension 
funds, partially because the denominator of the 
ratio (pension benefits paid) is lower for defined 
contribution pension funds, reflecting the fact that 
they are generally more mature than defined con- 
tribution pension funds. On the other hand, their 
INVRISK is relatively higher. This possibly reflects 
the fact that employer sponsors will seek to influ- 
ence defined benefit pension fund investment 
strategy in terms of the risk/return trade off. By 
contrast, the relatively more conservative invest- 
ment strategy of the sample of Australian defined 
contribution pension funds more likely reflects the 
ageregated, unique preferences of their individual 
participants. 


6. Empirical tests 


While each of the empirical proxies used to test 
the proprietary and political cost hypotheses are 


10Roth parametric (t-test) and non-parametric Chi-square 
tests of the univariate relationship between discretionary dis- 
closure and each of the independent variables yields equivalent 
results to those reported by the multivariate tests reported in 
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assumed to be independent, it may be that they 
are in fact measuring the same underlying vari- 
able.!° Pearson correlation coefficients between the 
independent variables are presented in Table 3 and 
again are reported separately for the defined ben- 
efit fund (Panel A) and defined contribution fund 
(Panel B) samples. For the Australian defined ben- 
efit pension fund sample, there are statistically 
significant correlations between EXPENSE and 
INVRISK, INVRTN and LIABRISK and EX- 
PENSE and LNSIZE, but not at the 1% level. For 
the Australian defined contribution pension fund 
sample, FUNDR is significantly correlated with 
EXPENSE, LNSIZE and INVRTN. These corre- 
lations are not unexpected, since FUNDR is likely 
to interact with other variables that affect the fi- 
nancial performance of defined contribution pen- 
sion funds.! The negative correlation between 
FUNDR and INVRTN observed for the sample of 
Australian defined contribution pension funds is 
not problematic. However, since the other corre- 
lated variables are proxies for political costs rather 
than proprietary cosis, they are not expected to 
reduce the explanatory power of FUNDR. No cor- 
relation among the variables for the UK sample is 
statistically significant at the 1% level. 

Table 4 presents ordinal logistic regressions, 
with predicted signs, parameters, asymptotic t-sta- 
tists, a chi-square statistic and a paired rank cor- 
relation.’ For all three samples, the results indi- 
cate that the overall chi-squared statistics are 
statistically significant and the paired rank classi- 
fication is superior to a naive classification (that 
all funds would comply). This suggests that the 
overall models have significant explanatory power 
for both defined benefit and defined contribution 
pension funds. 

Except for INVRTN, most of the empirical 
proxies for the proprietary cost hypothesis have 
the predicted signs and have significant explana- 
tory power for disclosures by managers of both the 
Australian defined benefit pension fund sample, 
consistent with hypothesis la. Similarly, except for 
FUNDR for UK defined benefit funds, no empiri- 


Table 4. The advantage of the multivariate tests is that it per- 
mits more detailed specification tests and permits more accurate 
testing of Bodie’s (1990) hypothesis concerning the various 
sources of retirement income risk that pension fund partici- 
pants would like to insure themselves against. 

Sensitivity tests were conducted on the regressions by using 
alternative specifications of FUNDR (e.g. changing the 
denominator to total pension fund assets and INV RISK (e.g., 
changing the definition of risky assets to include both equities 
and long-term bonds). The results were consistent with those 
discussed elsewhere. 

12The paired rank correlation classification compares all dif- 
fering pairs of observations and classifies them as concordant 
if the higher level response has a higher predicted probability 
than the lower level response. This classification uses the entire 
distribution of probabilities and is closer to a goodness-of-fit 
test (Scott, 1994: 36), and thus is reported in Table 4. 
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Table 4 
Multivariate tests of the determinants of voluntary financial reporting to participants by Australian and UK 


pension funds using logistic regression 
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Defined Defined 
contribution benefit 
pension funds pension funds 
Australia Australia UK 
(N=65) (N=54) (N = 100) 
Independent Expected Expected 
variable sign Ordinal sign Ordinal Ordinal 
EXPENSE (—) — 0.62 (—) — 2.26? — 0.78 
(2.00) (1.87) (2.33) 
LNSIZE (+) 0.395 (7) 0.3 0.334 
(1.73) (1.48) (7.25) 
FUNDR (7) — 0.67 (+) 0.064 0.14 
(0.13) (1.55) (4.07) 
INVRIN (=) — 0.104 (+) — 0.03 0.01 
(— 1.67) (0.20) (0.01) 
INVRISK (?) 0.01 C=) — 0.08¢ 0.00 
(0.03) (2.16) (0.12) 
Chi-square 17.00 (0.08) 17.12 (0.01) 17.53 (0.01) 
(sig.level) 
Paired rank 85.9% (<0.01) 83.3% (<0.01) 81.1% (0.01) 
correlation 
Classification (sig 
level) 
Dependent variable: 
Ordinal=1 FRS compliance 48 28 51 
=0 IRG disclosure 17 26 49 
N=65 N=54 N=100 


Notes: The intercept times are omitted. Variables are as defined in Table 3. Asymptotic t-statistics in 
parentheses. One-tailed significance levels are a<0.01, b<0.03, c< 0.05, d<0.1 


cal proxy for the political cost hypothesis is signifi- 
cantly associated with the disclosure decision. In 
any case, FUNDR is not significant at the 5% level. 

For the Australian defined contribution pension 
funds sample, no empirical proxy. for proprietary 
costs is associated with the disclosure decision, 
while the significance and direction of equivalent 
relationships are as predicted by hypothesis 2. 
Overall, most of the variables representing the pro- 
prietary cost and political cost hypotheses have the 
predicted signs, and their significance is generally 
consistent with the predictions. 


7. Summary and conclusion 


This study extends the empirical literature which 
seeks to establish the importance of proprietary 
costs influencing managerial voluntary disclosure 
choices. It examines the decision faced by Austra- 
lian pension fund managers to disclose accrued 
pension benefit liability data in financial reports 


sent to their participants. This data, which is re- 
quired by professional financial reporting stan- 
dards, but not by industry-developed reporting 
guidelines, conveys useful information to partici- 
pants about the pension fund’s present ability to 
meet its future cash flow obligations since its dis- 
closure reveals the pension fimd’s net surplus or 
deficit. The disclosure decision has proprietary 
cost implications for managers of Australian de- 
fined benefit pension funds, and has political cost 
implications for managers of Australian defined 
contribution funds and UK defined benefit funds. 

These alternative explanations for the voluntary 
disclosure decision facing managers of various 
types of pension fund are tested on representative 
samples of 119 Australian and 100 UK pension 
fund annual reports. Various empirical proxies for 
both types of costs are utilised to capture various 
dimensions of pension fund financial performance, 
which prior research suggests is potentially value- 
relevant to employee participants. The empirical 
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results are most consistent with the hypothesised 
relationships in terms of their predicted direction 
and significance, and in their consistency across 
samples. However, the results should be treated 
cautiously, due to sample data collection restric- 
tions. The empirical proxies are based on a limited 
time interval (particularly EXPENSE and 
INVRTN), and some may be sensitive to varia- 
tions in growth rates both within the sample and 
over time. 

In summary, pension fund managers’ disclosure 
decisions are consistent with proprietary and po- 
litical cost theories. This conclusion holds for 
funds operating both with differing ownership 
. structures in the same institutional setting (Austra- 
lian defined benefit versus defined contribution 
pension funds) and with equivalent ownership 
structures in differing institutional settings (Aus- 
tralian versus UK. defined benefit pension funds). 
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FRS3 earnings, Headline earnings, and 
accounting-based valuation models 


Stephen Lin and Martin Walker* 


Abstract—This paper examines the joint and incremental explanatory value of book value per share and two 
measures of earnings per share (Headline and FRS3 EPS) for the cross-section of UK. share prices. We find that 
Headline EPS explains a significant proportion of cross-sectional variation in share price. Book value per share 
contributes incremental explanatory value to the model, which is both statistically and economically significant. 
However, the incremental explanatory value contributed by FRS3 EPS is negligible. We conclude that FRS3 should 
be revised to encourage firms to report something like Headline EPS on a standardised basis m addition to FRS3 


EPS. 


1. Introduction 


This paper reports an empirical analysis of the ex- 
planatory value of accounting measures of earn- 
ings and book value for the cross-section of UK 
share prices following the implementation of 
FRS3. We consider the joint and incremental ex- 
planatory value for share price of book value per 
share and two measures of earnings per share, one 
which was mandated by FRS3, and the other 
which was introduced by the investment analysis 
community as a considered response to FRS3. 
There are two main reasons why we believe this 
exercise is worthwhile. First, FRS3 has been her- 
alded as a major change in accounting practice in 
the UK with substantial implications for the way 
important financial indicators, such as earnings 
per share, are reported. It is of some interest to 
know whether the relation between accounting- 
based estimates of firm valuation are particularly 
sensitive to the changes in earnings reporting man- 
dated by FRS3. Second, in addition to limiting the 
options available to firms when reporting bottom- 
line earnings, FRS3 has attempted to move the fo- 
cus of investors’ attention away from a single earn- 
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‘ings-based measure of performance, and to 


encourage investors to consider a range of 
performance measures including the balance sheet 
position of the firm. This change of emphasis away, 
from earnings towards a broader information set, 
including book value per share, is consistent with 
the theoretical stance of Ohlson (1995). More 
generally, accounting theorists have never agreed 
on the extent to which financial reporting should 
be driven by a balance sheet or an earnings 
perspective. This paper attempts to make a modest 
contribution to these debates by assessing the ex- 
tent to which the statistical performance of the 
conventional price earnings valuation model is im- 
proved a) by incorporating multiple measures of 
earnings, and b) by bringing in book value per 
share as a second indicator of financial strength. 


2. Financial Reporting Standard No. 3 


FRS3 Reporting Financial Performance was intro- 
duced by the UK Accounting Standards Board 
(ABS) on 29 October 1992. Application of the 
standard was mandatory for accounting periods 
ending on or after 22 June 1993. Firms with ac- 
counting year ends falling between 29 October 
1992 and 21 June 1993 could elect to implement 
the new standard immediately but were not re- 
quired to do so. FRS3 superseded SSAP 6 (Re- 
vised) Extraordinary Items and Prior Year Adjust- 
ments and amended SSAP3 Earnings Per Share, as 
well as making consequential changes to other 
standards. 

FRS3 formed the first major step towards a fun- 
damental reorientation of financial reporting prac- 
tice in the UK. Prior to FRS3 UK accounting 
practice had been underpinned by a ‘primacy of 
bottom line earnings’ philosophy (Davies et al. 
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1997) with the balance sheet seen as simply a link 
between successive profit and loss accounts. The 
introduction of FRS3 signalled the adoption of a 
balance sheet orientation (Accountancy, October 

1993, p.11; Davies et al. 1997) to financial report- 

ing by the ASB and a concomitant decision to de- 

emphasise any particular measure of earnings per 
share. The major new requirements of the stan- 
dard were: 

(1) The adoption of a much narrower definition 
of extraordinary items than the definition 
which appeared in SSAP 6. Effectively, extra- 
ordinary items were eliminated. 

(2) The introduction of a requirement to report 
earnings per share AFTER extraordinary 
items, and to report this particular measure of 
EPS at least as prominently as any other 
measure that the firm chooses to report. 

(3) The introduction of a new primary statement 
of total recognised gains and losses which in- 
cludes the profit and loss for the period to- 
gether with all other movements on reserves 
reflecting recognised gains and losses attribut- 
able to shareholders. 

(4) The introduction of a new statement of rec- 
onciliation of movements in shareholders’ 
funds which describes the changes in the firm’s 
financial position. 

(5) The introduction of a requirement to highlight 
a number of components of financial perform- 
ance. This includes separate disclosure of the 
contribution to operating profit of discon- 
tinued operations and new acquisitions, as well 
as specific disclosure of exceptional items re- 
lating to disposals, reorganisation, and sales of 
fixed assets. . 

The present paper focuses specifically on the 
value-relevance of the new earnings per share 
measure mandated by FRS3. It makes no attempt 
to assess the incremental information content of 
` the statement of total recognised gains and losses, 
the reconciliation of movements in shareholders’ 
funds, and the additional disclosures of earnings 
components FRS3 introduced.! 


3. Headline earnings 


Following the introduction of FRS3, the Institute 
of Investment Management and Research (IMR) 
issued Statement of Investment Practice No. 1 ‘The 
Definition of Headline Earnings’ (1993) (SIP1). 
This statement broadly welcomed FRS3. In parti- 
cular it accepted that ‘to attempt to define a single 


1A requirement to provide separate information on the con- 
tribution to operating profit of discontinued operations repre- 
sented, for most companies, a new form of disclosure. An as- 
sessment of the incremental information content of such 
disclosures will require a completely different research design 
(such as an event study) from the one employed below. 
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earnings figure for all purposes is bound to fail’. 
In general earnings numbers are needed for a var- 
iety of purposes, and ‘different purposes may lead 
to different numbers’. 

The statement went on to argue that ‘two pur- 
poses stand out as of practical importance’: 

a) A measure of the company’s maintainable 
earnings capacity. 

b) A factual ‘headline’ figure for historic earn- 
ings that can serve as a benchmark figure for the 
trading outcome for the year. 

The statement argued that it is not possible to 
formulate an objective basis for calculating main- 
tainable earnings. To quote: 


‘The calculation of maintainable earnings 
figures cannot be put on a standardised 
basis.’ 

However, the statement argued, there is a need 
for an earnings figure, which can be used as an 
unambiguous reference point between users, the 
press, and statistical companies. In particular, such 
a figure might be used ‘in addition to the bottom 
line figure required by FRS3, especially in pre- 
liminary and interim announcements.’ (emphasis 
added). The statement went on to argue that it 
would be preferable if FRS3 earnings per share 
were not referred to as ‘earnings’ because the con- 
cept of ‘earnings’ is normally understood to refer 
to the ongoing capacity of the company to gen- 
erate wealth from operations. Finally, the state- 
ment was concerned to identify an earnings per 
share number which could reasonably be used as 
the standardised basis for calculating price earn- 
ings ratios. FRS3 earnings were seen as being 
unsuitable for this purpose because of their all- 
inclusive nature. 

The statement set out a detailed definition of 
Headline earnings, the main features of which 
were: 

e All trading profits are included. 

e The trading profits of discontinued operations 
and new acquisitions are included, but profits or 
losses on disposals are excluded. 

e Revaluations and asset write-offs are excluded. 
These adjustments can often make a material 

difference to the reported earnings per share, 

especially when a firm has significant non-recur- 
ring items such as asset disposals and write-offs. 

The result section contains descriptive statistics 

that document the materiality of these differences 

for our sample. 

Subsequent to the release of SIP1 a number of 
companies chose to report Headline earnings per 
share as well as FRS3 EPS (for examples, see the 
annual reports of 600 Group 1996, and Coats Vi- 
yella 1995). According to a Coopers & Lybrand 
survey in 1994 (Holgate and Roberts, 1994), 54 of 
the UK top 100 companies disclosed one addi- 
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tional EPS ñgure, and 16 of these reported the 
JIMR headline figure. Other companies reported a 
number similar in definition to, but not identical 
to, the Headline earnings number (for example, see 


_ the Annual report of ICI 1994). 


The purpose of this paper is to assess the relative 
usefulness of FRS3 and Headline earnings per 
share, as summary valuation statistics. A rationale 
for this approach now follows. 


4. Rationale for and limitations of the 
valuation perspective 
The purpose of this paper is to make a preliminary 
assessment of the ASB’s decison (a) to move away 
from a primacy of earnings approach to a balance 
sheet orientation, and (b) to encourage firms to 
emphasise earnings per share after all exceptional 
and extraordinary items. In addition, we wish to 
assess the extent to which Headline earnings con- 
tribute useful information over and above book 
value and FRS3 earnings per share. In making this 
assessment we have focused on the usefulness of 
accounting information for the purpose of share 
valuation. This section motivates this approach 
and sets out the main hypotheses to be tested in 
the empirical analysis reported below. 

Two principal assumptions underlie our ap- 
proach to assessing the contribution of FRS3: 

(1) That an important function of financial re- 
porting is to provide information that is rele- 
vant to equity valuation; 

(2) That at least one group of users of financial 
reports requires highly summarised informa- 
tion as a basis for approximate valuation. 

In particular, we assume that one of the pur- 
poses of FRS3 and Headline earnings is to help in 
narrowing the information and expertise gap be- 
tween ordinary shareholders and professional in- 
vestors. This was one of the purposes explicitly re- 
ferred to in Statement of Investment Practice No. 
1. 


‘This is desirable also for a second reason, 
which is that there are a large number of 
users of accounts who do not have the time 
or the expertise to make the necessary de- 
tailed investigations that are distilled into the 
final market price. They should be provided 
with an understandable figure.’ 


Our assessment of the usefulness of summary 
financial reports is based on how well the cross- 
section of share prices can be explained on the ba- 
sis of two fundamental measures of a company’s 
financial strength, i.e. book value per share and 
earnings per share. In assessing the usefulness of 
FRS3 and Headline EPS we consider two main 
questions: 
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(1) What is the evidence that book value per share 
improves the performance of simple price/ 
earnings valuation models? 

(2) As compared to Headline earnings per share, 
what evidence is there that the FRS3 EPS con- 
tributes additional explanatory value? 


The empirical analysis reported below could po- 
tentially produce any of the following eight 
outcomes:? 


Book Book 
value value not 
material material 


Both FRS3 and Headline A E 
material 


FRS3 material, Headline B F 
not material 

Headline material, FRS3 C G 
not material 

Neither FRS3, or Headline D H 
material 


Outcomes A to D would be supportive of the 
ASB’s decision to encourage a balance sheet ori- 
entation in financial reporting. Outcomes E to G 
would tend to support the traditional view of the 
balance sheet as simply a link between successive 
income statements.? Outcome H would seriously . 
call mto question the general usefulness of ac- 
counting statements for valuation purposes. Out- 
comes B and F would provide strong support for 
highlighting FRS3 earnings in financial state- 
ments. Outcomes A and E would support the 
ASB’s attempt to encourage investors to consider 
more than one measure of earnings in their evalua- 
tion of companies. Outcomes C and G would pro- 
vide support for highlighting Headline earnings 
per share and call into question the wisdom of 
only highlighting FRS3 earnings per share.* 


ZNote though that, to the extent that the disciplines of FRS3 
imbue the financial reporting process with increased integrity, 
one might be willing to accept some reduction in the explana- 
tory value of FRS3 EPS as a price worth paying for that in- 
creased integrity. 

3Strictly speaking, it would imply that the particular conven- 
tions companies employ for reporting balance sheet values are 
not helpful for valuation purposes. 

4Of course we cannot rule out the possibility that FRS3 may 
have been useful for other reasons. For example, the increased 
disclosures required by FRS3 and the more restrictive definition 
of extraordinary items may have served to increase the all 
round integrity of the financial reporting process. Other re- | 
search methods, such as surveys and case studies, will be 
needed to assess this possibility. : a ear 
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5. Research design issues 


We estimate the following accounting-based valu- 
ation model: 


P,=B,+B,EARN;+B,EPS+B,BOOK,+u, (1) 


where P,: Cum-div adjusted share price of firm 1 
four months subsequent to the end of fi- 
nancial year 1993 or 1996; 
EARN, Headline earnings per share of firm i for 
1993 or 1996; 
EPS; FRS3 earnings per share of firm i for 1993 
or 1996; 
BOOK, Book value per share of firm 1 at the start 
of 1993 or 1996; 
uy a mean zero disturbance term. 


Ohlson (1995) shows that the value of the firm 
will be an exact linear function of book value per 
share, earnings per share, and a third (unobserv- 
able) term representing other value relevant 
information, given the following conditions: (i) 
clean surplus accounting, (ii) share price equals the 
discounted present value of dividends at a constant 
discount rate, (H) residual income’ follows an 
AR(1) process. An important special case of (1) 
emerges if residual income follows a random walk. 
In this case the book value parameter is zero. In 
Ohlson’s formal derivation of the clean surplus 
valuation model under unbiased accounting, the 
incercept is predicted to be zero. In our empirical 
analysis we include an intercept in the regression 
equation and interpret a significant intercept as ev- 
idence of model mis-specification. 

The model assumes that earnings are clean sur- 
plus earnings. Stark (1997) has shown that this as- 
sumption is not necessary for the Ohlson model to 
hold. In particular, the above model will hold, to 
a good approximation, provided any dirty surplus 
components of earnings are purely transitory, 1.e. 
one-off items. In an empirical paper, O’Hanlon 
and Pope (1996) have shown that, for UK quoted 
companies, the dirty surplus components of earn- 
ings have virtually no information content for val- 
uation purposes even over very long (20-year) 
windows. 

This general valuation approach has been ap- 
plied in recent papers by Strong et al. (1995), 


Residual income per share is defined as EPS,-rBOOK,,, 
when r is the discount rate. 

The Ohlson (1995) valuation model, in per share terms, has 
ex-div price on the left hand side of the equation, and earnings 
per share, end of period net dividends per share, and end of 
year book value per share on the right hand side, ie. 

P,=k(pEPS,~ d)+(1 —k)BOOK,*+0,y, 
Our equation (1), which has cum-div price as the dependent 
variable and start of period book value per share as an inde- 
pendent variable, follows directly from the Ohlson model by 
using the clean surplus equation and moving dividends to the 
left hand side of the equation. 
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Green et al. (1996), Rees (1997) in the UK, and 
Collins et al. (1997) in the US. Our approach is 
closest to Strong et al. We differ from them pri- 
marily in the use of two measures of earnings in- 
stead of only one. Rees (1997), using data from 
1987 to 1995, partitions earnings into dividends 
and retained earnings. He finds that his approach 
leads to higher explanatory values with dividends 
attracting a higher response coefficient than re- 
tained earnings. Strong (1997) notes that a theo- 
retical basis for the Rees approach is yet to be 
supplied. We differ from Rees by introducing 
Headline earnings as well as reported earnings into 
the model. Consistent with the study by Collins et 
al. (1997), we do not incorporate dividends into 
our model, because this would require a significant 
generalisation of the theoretical framework to 
explicitly model the theoretical role of dividends. 
There are a number of reasons why dividends 
might be value relevant beyond reported earnings, 
and these are the subject of ongoing research. In 
particular Hand and Landsman (1999) find that 
dividends are particularly value relevant for firms 
reporting losses. In the results section we present 
sensitivity results for sub-samples that exclude 
loss-making firms. 

We report the results of a regression of share 
price on book value per share (denoted BOOK), 
FRS3 earnings per share (denoted EPS), and 
Headline earnings per share (denoted EARN).’ 
The t-value associated with each variable indicates 
the significance of their incremental explanatory 
value for the regression. 

A general problem that arises with models of 
this kind is the need to consider whether to deflate 
the model, and if so by which variable, and how 
to handle any remaining problems caused by out- 
liers. We have chosen to work with per share data, 
thus our deflator is the number of shares. We have 


also adopted a rigorous approach to the treatment 


of outliers, which is explained below. Appropriate 


TIn this study share price, book value and FRS3 EPS are all 
obtained from Datastream. To be consistent, Headline EPS 
(EARN) is calculated based on the following items from 
Datastream- 

EARN = [earned for ordinary (i.e. Datastream item 210) -reor- 
ganisation or restructuring costs (i.e. Datastream item 1080) + 
tax on reorganisation or restructuring costs + minority interest 
in reorganisation or restructuring costs/number of outstanding 
shares. 

Tax on reorganisation or restructuring costs= Reorganisation 
or restructuring costs*[Tax on special items (i.e. Datastream 
item 1094Vtotal special items (i.e. Datastream item 1083]. 
Minority interest in reorganisation or restructuring 
costs = Reorganisation or restructuring costs* [Minority inter- 
est in special items (i.c. Datastream item 1097)/total special 
items]. 

The median difference between Headline EPS proxy and Head- 
line EPS in EXTEL, based on 78 companies (Le. 11% of total 
sample size) with higher earned for ordinary, is 1%. In addition, 
the Pearson correlation coefficient between Headline EPS 
proxy and Headline EPS in EXTEL is 98%. 


`a 
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corrections to our test statistics have also been 
made to allow for any residual heteroscedasticity. 

Preliminary estimates of the model revealed that 
the findings could be sensitive to the treatment of 
influential observations (outliers). The criteria we 
used to identify influential observations were based 
on the DFFITS of the regression as defined by 
Belsley et al. (1980), who suggest that the influence 
of observations with large studentised residuals or 
DFFITS should be minimised rather than deleted 
(i.e. bounded-influence estimation). They minimise 
the influence of individual outliers by using a sim- 
ple one-step bounded-influence estimator which is 
based on Weighted Least Squares.’ 

In this study we adopt an iterative approach us- 
ing a DFFITS cutoff point corresponding to a 
99% confidence interval for a standard normal dis- 
tribution. In implementing this approach we found 
that 20 observations were particularly influential. 
When we repeated the estimations with these ob- 
servations deleted, the primary results were not 
materially different from those produced by our 
iterative approach. This study therefore only re- 
ports the regression results after these 20 obser- 
vations were weighted using the Belsley et al. 
approach. 


6. Data sources and descriptive statistics 


6.1. Sample selection 

The data for the study was collected from Da- 
tastream. The study was based on the population 
of 1,521 companies that were fully quoted on the 
London Stock Exchange on 28 January 1994. Af- 
ter deleting companies which (a) fell under bank- 
ing, financial or utility industries (313 companies), 
(b) adopted FRS3 in 1994 (201 companies), (c) had 
insufficient accounting or share price data for the 
period from 1990 to 1994 (291 companies), (d) 
changed their accounting period and therefore 
provided financial statements twice in one year (16 
companies), and (e) issued secondary common 
shares (11 companies), only 689 valid sample com- 
panies remained for this study. Among them, 233 
companies which adopted FRS3 before its adop- 
tion deadline were early adopters. The remaining 
456 companies were late adopters. 

In order to assess the. sensitivity of our results 
to choice of time period we also collected 1996 


ŠIn their study, the weight is 0.34DFFITS,| for observations 
with [DFFITS,| higher than 0.34 and 1 otherwise. The cutoff 
DFFITS of 0.34 is chosen for approximately 95% asymptotic 
efficiency in their study, based on its number of parameter es- 
timates and total observations. However, Maddala (1992: 489) 
directly uses this cutoff for DFFITS to control the influence of 
individual outliers in his study. 
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data for the 612° companies that survived through 
to financial year 1996. Of these, 201 were early 
adopters and 411 were late adopters. As a further 
check on the robustness of our main findings, we 
also present regression estimates based on the 
changes in price and changes in the independent 
variables between 1993 and 1996. 


6.2. Descriptive analysis 

Table 1, panels A and B, report descriptive sta- 
tistics for the dependent and independent variables 
for 1993 and 1996 respectively before deleting out- 
liers (the unit for mean, standard deviation, and 
median is pence). Panel C of Table 1 reports 
descriptive statistics relating to the changes in the 
study variables over the three years, also before 
deleting outliers. 

Looking at median values, because these are not 
sensitive to outliers, we see that median price was 
roughly double the median book value both in 
1993 and 1996. The median of EARN divided by 
the median of BOOK was around 8.7% in 1993 
and around 11.6% in 1996. The median of EARN 
divided by the median price was around 4.5% in 
1993 and 6.4% in 1996. 

Panels A to C also suggest that the data contain 
outliers. For example the mean value of EPS is 
considerably lower than the median value, and the 
measures for skewness and kurtosis for all four 
variables provide strong indications of non- 
normality. 

Table 1 Panel D reports the coefficients of cor- 
relation between the three independent variables 
after outliers are deleted. The statistics show that 
the two earnings variables are more closely related 
to each other than either of them are to book 
value. ‘The correlations between the two earnings 
variables, though high, are unlikely to be high 
enough to cause a multicollinearity problem, at 
least for our main 1993 sample. For example, the 
full sample correlation of 0.75 implies that only 
56% of the cross-sectional variation in one of the 
earnings variables is explained by the variation in 
the other earnings variable. The corresponding 
statistic for the 1996 cross-section is more worry- 
ing, but the statistic for the changes between 1993 
and 1996 is comfortably low. Certainly, it is clear 
that these two variables are far from perfectly 
collinear. 


7. Results 


7.1. Principal findings 
Table 2 reports the main regression results for 
the 1993 and 1996 cross-sections, and for the 


*The data for the 1996 cross-section was collected in August 
1997, so all observations were adjusted for stock splits from 
January 1996 through to August 1997 to be comparable to data 
for the 1993 cross-section, which was collected in January 1996. 
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Table 1 

Descriptive statistics 

Panel A: 1993: All companies before deleting outliers (689 observations) 

Variables Mean std dev Median Quartile index Skewness Kurtosis 
PRICE 226.56 294.69 147.00 16.03 5.56 51.10 
BOOK. 120.45 309.51 76.04 85.44 11.79 236.94 
EARN 6.65 35.62 6.61 68.85 — 8.44 165.42 
EPS 0.63 115.22 6.86 200.55 — 11.85 420.59 
Panel B: 1996: All companies before deleting outliers (612 companies) 

Variables Mean std dey Median Quartile index Skewness Kurtosis 
PRICE 299.48 828.13 155.63 65.15 19.24 431.06 
BOOK 124.60 197.50 85.13 33.90 8.89 122.84 
EARN 14.80 28.02 9.9] 32.64 7.83 136.26 
EPS 13.36 30.24 9.05 32.07 6.59 104.94 
Panel C: Changes between 1993 and 1996 All companies before deleting outliers (612 companies) 

Variables Mean std dev Median Quartile index Skewness Kurtosis 
PRICE 67.54 645.94 8.20 142.26 21.39 500.49 
BOOK — 1.10 264.87 7.51 210.55 — 18.32 405.69 
EARN 7.38 34.10 3.76 76.94 11.51 193.93 
EPS 12.54 120.74 3.60 239.36 18.61 398.75 
Panel D: Coefficients of Correlation between Independent Variables 1993 Sample (669 observations after 
deleting outliers) 

Variables BOOK EPS 

BOOK. 1.00 0.24 

EPS 0.24 1.00 

EARN 0.37 0.75 

1996 Sample (603 companies after deleting outliers) 

Variables BOOK EPS 

BOOK 1.00 0.46 

EPS 0.46 1.00 

EARN 0.60 0.85 

Changes between 1993 and 1996 Sample(602 companies after deleting outliers) 

Variables ABOOK AEPS 

ABOOK. 1.00 — 0.20 

AEPS — 0.20 1.00 

AEARN —0.09 0.60 


‘changes’ regression for the period 1993 to 1996. 
The results indicate that only BOOK and EARN 
are statistically significant at conventional levels! 
in both the 1993 and the changes regression. In 
the 1996 regression EPS is also statistically signifi- 
cant. The results conclusively reject research out- 
comes B, D, E, F, G, and H. Both BOOK and 
EARN are value relevant. The results for FRS3 


IA test statistics have been calculated using White’s cor- 
rection to the variance/covariance matrix for potential 
heteroskedasticity. 


earnings are less clear cut, EPS is sigmificant in 
only one of the three regressions. On balance, the 
evidence is most consistent with research outcome 
C, ie., EPS has no valuation relevance beyond 
EARN and BOOK. 

A slightly worrying feature of our results is the 
finding of a statistically significant incercept in the 
1993 and 1996 regressions as shown in Table 2. 
This finding is consistent with the findings of other 
empirical studies based on the clean surplus frame- 
work such as Hand and Landsman (1999), but the 
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Main Regression results: regressions of share price on book value per share, Headline EPS and FRS3 EPS 


Year Sample 


Size 


Intercept 


5437 
(12.76)*** 


1993 


1996 37.70 


(6.38)*** 


Changes 
1996-1993 602 4.55 


(0.97) 


BOOK 


0.59 
(12.30)*** 


0.25 
(3.69)*** 


0.44 
(4.98)*** 


EARN EPS Adjusted | 
R 

10.02 

(18.94)*** 


0.03 
(0.11) 


75.56% 


11.30 
(14.08)*** 


117 
(2.28)** 


71.41% 


5.55 
(9.66)*** 


0.33 
(1.33) 


25.24% 


Note: For 1993 and 1996 the results were produced by regressing share price on the three independent 
variables. For the changes from 1993 to 1996, the reults were produced by regressing the change in share 
price on the changes in the independent variables over that period. The results reported are those for the full 
sample where outliers have been detected and weighted using the DFFITS procedure outlined in the text. 


***sionificant at the 1% level (two-tailed test) 
**significant at the 5% level (two-tailed test) 


existence of a significant intercept is not predicted 
by the Ohlson theory. Further research is needed 
to investigate the reasons for the detection of a 
statistically significant intercept. However, we have 
no reason to believe that the adoption of a more 
general model could reverse our main finding, i.e., 
that EARN reflects considerably more value rele- 
vant information than EPS. This view is supported 
by the results for the changes regression which 
show a much reduced t value for the intercept 
term. Indeed, this term is not significant in the 
changes regression. 


7.2. Sensitivity of results to exclusion of negative 
earnings 

Hayn (1995) and Hand and Landsman (1999) 
have shown that the results of market-based 
studies are particularly sensitive to the treatment 
of negative earnings observations due to the tran- 
sitory nature of reported losses. 

Table 3 reports sensitivity results for our main 
model. The model was re-estimated for 1993 and 
1996 with either negative FRS3 or negative Head- 
line earnings observations excluded. In all cases 
the adjusted R square value increased by between 
58%. The size and significance of the intercept 
and BOOK terms were reduced, especially in the 
1996 sample. 

The exclusion of negative Headline earnings 
produces consistently higher EARN parameters 
and higher (lower) EPS parameters in 1993 (1996). 
Especially interesting, in the present context, are 
the results of excluding negative EPS observations. 
In this case the values of the EARN parameters 
are not materially altered, although their t values 





are reduced, but the EPS parameters increase both 
in magnitude and statistical significance. These re- 
sults suggest that a likely cause of the low incre- 
mental explanatory value of FRS3 earnings for 
share price is the transitory nature of losses re- 
ported under FRS3. 


8. Conclusion 


Our discussion of the rationale for a valuation 
perspective identified eight possible outcomes to 
this research. Our interpretation of the evidence 
reported above is that it is best represented by out- 
come C. 

It is apparent that book value per share con- 
tributes incremental explanatory value which is 
both statistically and economically significant. Per- 
haps even greater improvements could be obtained 
if all firms routinely provided book values on a 
variety of valuation bases (e.g. realisable values). 
We have found that FRS3 earnings contributed no 
material explanatory power for share price over 
and above Headline earnings and book value per 
share in our full sample, although it did contribute 
incremental explanatory value once the sample has 
been screened for firms reporting FRS3 losses. We 
have also found that Headline earnings do a much 
better job at explaining share values than FRS3 
earnings. Our evidence suggests that firms should 
be encouraged to provide a measure of sustainable 
earnings (such as Headline) to complement FRS3 
earnings. 

Overall, our results suggest that the introduction 
of FRS3, and the associated initiative of the 
IMR, was a move in the right direction so far as 
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Sensitivity of results to exclusion of negative earnings: regression of share price on book value per share, 
Headline EPS, and FRS3 EPS after deleting firms with negative EPS 


Year Sample after 
deleting firms 
with 


1993 EPS <0 538 32.22 


(7.88)*** 


1993 EARN <0 549 32.89 ` 


(7.83)*** 


1996 EPS <0 10.16 
(1.66)* 

1996 EARN <0 5 10.37 
(1.78)* 


***significant at the 1% level (two-tailed test) 
* significant at the 10% level (two-tailed test) 





the provision of summary value relevant informa- 
tion is concerned. However, we believe the ASB 
should re-examine whether companies should be 
required to report a measure of sustainable earn- 
ings, possibly on a standardised basis. Of course 
one could counter this suggestion by arguing that, 


since measures of Headline earnings are already . 


available in the market place, then one need not 
worry too much about requiring companies to 
supply such information directly to their share- 
holders. We would question this argument because 
we believe that company reports should provide 
concise value-relevant information to small inves- 
tors. The present situation, under which only some 
firms directly report variants of ‘sustainable’ earn- 
ings, plays into the hands of professional investors 
and their advisors. Indeed, it 1s ironic that a stan- 
dard primarily devised to remove confusion over 
the definition of extraordinary items may have in- 
duced confusion over the meaning of reported 
earnings in the minds of small investors. 

Finally, we would suggest that further research 
is needed to address the potential for improving 
the value relevance of financial reporting in the 
context of loss-making or low-profitability firms. 
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Is true and fair of over-riding importance?: 


Christopher Nobes* 


“He dared well to despise vain things’, Al- 
exander as described by Livy (History, book 
ix, section 17). 


1. Introduction 


In the context of establishing criteria against which 
to judge the adequacy of published financial state- 
ments, Alexander (1999) distinguishes between a 
general over-riding requirement (Type A), an in- 
tegrated framework (Type B) and detailed regu- 
lation (Type C). Alexander adds clarity to the ana- 
lysis of the hierarchy of principles and policies. 
Much of his analysis seems correct and useful, but 
the major conclusion concerning the desirability of 
an over-ride in standards does not. 
Part of Alexander’s argument is that: 


unequivocal agreement is necessary that 
either the Type A criterion is superior to the 
Type C criterion, or the reverse. (p. 252) 


This seems right both for those who make the rules 
(regulators) and for those who use them (preparers 
and auditors), although Alexander does not distin- 
guish between these parties. He continues: 


supremacy of Type C specification...is inad- 
equate in a dynamic economy, as choice or 
change in such regulation is inevitably with- 
out reference to a more broadly based objec- 
tive. (p.252) 


Alexander therefore approves (p.251) of IAS 1, 
which gives supremacy to ‘fair presentation’ in the 
preparation of financial statements. It will be ar- 
gued here that, when considering an over-ride, the 
analysis would be improved by distinguishing be- 
tween law and standards, between choice by pre- 


parers and choice/change by regulators, and be- 


"The author is PricewaterhouseCoopers Professor of Ac- 
counting at the University of Reading; and has been one of the 
two UK representatives on the Board of the International Ac- 
counting Standards Committee since 1993. He is grateful for 
comments on earlier drafts from David Alexander, Malcolm 
Miller, Bob Parker, Alan Roberts, two referees and the editor 
of this journal. Professor Nobes can be contacted at the De- 
partment of Economics, the University of Reading, P.O. Box 
218, Whiteknights, Reading RG6 2AA. The final version of this 
paper was accepted in April 2000. 


a comment on Alexander’s benchmark 


tween national and international regulation. It will 
further be argued that choice by preparers to dis- 
obey a regulation is probably a bad thing, even in 
a dynamic economy, so that Type C regulation 
should prevail for them; and that choice or change 
of Type C regulation (by standard setters or other 
regulators) can nevertheless make reference to a 
broadly-based objective. That is, Type C should 
prevail for preparers (and auditors) but Type A 
for regulators. Consequently, it will be suggested 
that Alexander is wrong about the need for su- 
premacy of Type A in the application of standards, 
and so is [AS 1. 

The argument below begins by examining the 
purpose and effect of the TFV over-ride in law, 
and then the differences for national and inter- 
national standards. Then some examples are given 
of the dangers of allowing an overriding Type A 
criterion in international standards. The conclud- 
ing section suggests that IAS 1 is unusual in the 
context of Anglo-Saxon standards. 


2. True and fair in the UK context 


2.1. The purpose of the TFV over-ride in law 

The TFV (including the over-ride) in UK law 
provides a Type A criterion which might be used 
for several purposes: 

i. to help preparers and auditors to choose be- 
tween the available Type C rules in law or stan- 
dards; 

ii. to help preparers and auditors to interpret 
Type C rules in law or standards; 

iii. to help preparers and auditors where there 
are no Type C rules; 

iv. to force preparers and auditors to assess the 
need for extra disclosures beyond those in Type C 
rules; 

v. to guide standard setters when developing 
Type C rules that do not involve breaking Type C 
rules In law but that are more restrictive than the 
law (e.g. eliminating LIFO);} 


ISSAP 9 suggests that LIFO will normally not give a true 
and fair view, which therefore normally over-rides the permis- 
sion to use LIFO in the Companies Act 1985, Schedule 4, para 
27 (2) 
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vi. to force or to enable preparers and auditors 


to depart from Type C rules in standards in un- 
defined circumstances; 

vii. to guide standard setters when developing 
Type C rules in cases where they conflict with Type 
C rules in law; and then to force or to enable pre- 
parers and auditors to follow the standard (e.g. 
lack of depreciation of investment properties);? 

and 

viii. to force or to enable preparers and auditors 
to depart from Type C rules in law in undefined 
circumstances, even beyond point (vu). 

Points (vi) to (viii) are expressed as ‘to force or 
to enable’ because there is judgement involved and 
because preparers may wish to make the 
departures. 

The TFV over-ride in law is not necessary for 
points (i) to (v) and is not strictly necessary? for 
point (vi). However, the legal over-ride is the es- 
sence of points (vil) and (viii), which is probably 
why the British were so keen on it as part of the 
Fourth Directive (Hopwood, 1990; Nobes, 1993). 
It would enable British standards and other prac- 
tices to over-ride ‘foreign’ rules in Directives made 
by lawyers, civil servants and politicians; and it 
would enable continual British developments de- 
spite the fact that the Directives were unlikely to 
change for decades. 


2.2. The legal TFV over-ride of standards 

Alexander (p.243) takes us carefully through the 
relationship between law and standards. In prin- 
ciple, of course, the law over-rides standards. 
However, as Alexander points out, the ASB ob- 
tained and published counsel’s opinion to the ef- 
fect that there is ‘a likelihood that the court will 
hold that compliance with the standard is neces- 
sary to-meet the true and fair requirement’. In 
other words, although the ASB actively uses the 
legal Type A over-ride so that its own Type C rules 
can outrank legal Type C rules (points (v) and (vii) 
above), it has been keen to establish that there 
should in practice be no Type A over-ride of its 
own Type C rules by preparers (unlike point (vi) 
above). 

When considering whether domestic standards 
need to be capable of being over-ridden, the main 
practical purpose of the over-ride as in the Direc- 
. tive does not apply. That is, the standards are not 
‘foreign’; they are not made by lawyers, civil ser- 
vants and politicians; and they are not immutable 


In order to give a true and fair view, SSAP 19 requires the 
annual revaluation of investment properties, with no depreci- 
ation. The latter point over-rides the requirement to depreciate 
all fixed assets with limited useful lives in the Companies Act 
1985, Schedule 4, para 18. 

3]t is not necessary to have a specific legal over-ride in order 
for the legal requirement to give a TFV to over-ride extra-legal 
standards, 
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or impervious to developments in practice. Assum- 
ing that Type C rules in standards are more de- 
tailed than Type C rules in law, the issue boils 
down to whether Type A criteria in law should 
outrank Type C rules in standards for preparers. 
English-speaking regulators have reached the 
opinion (explicitly or otherwise) that this should 
not be the case. For example, in the US the SEC 
requires compliance with standards, and in Aus- 
tralia the law does. As noted above, this is 
approximately the UK position in practice. 

This dislike of the over-ride of standards is due 
to the fear that preparers would use vague Type 
A criteria to over-ride Type C rules in order to 
improve the look of their financial statements. In 
Australia, the legal over-ride was removzd at the 
suggestion of the standard-setter (McGregor, 
1992). In the UK, doubts about the advisability of 
leaving a lot of discretion with preparers and au- 
ditors stem partly from the observation that the 
TFV was not in practice used to prevent ‘creative 
compliance’ in the days before the Financial Re- 
porting Review Panel (Griffiths, 1986; Tweedie 
and Whittington, 1990; Shah, 1996). 


2.3. An over-ride written into standards 

Another issue is whether there should be an 
over-ride written into domestic standards. Again, 
the main practical purpose of the Directive’s over- 
ride does not seem to apply, because the domestic 
standard setters are in charge of the rules and can 
change or interpret them. In the US and Australia, 
the standards themselves do not contain an over- 
ride. In the UK, no such over-ride 1s to be found 
in SSAP 2 of 1971, although in 1999 the ASB pro- 
posed to introduce one (FRED 21, para. 13). This 
over-ride would be unlikely to be of practical use 
because of counsel’s opinion that compliance 


would probably be held to be necessary in general 


in order to give a TFV. 


2.4. Conclusion on Type A over-ride 

Alexander has two main arguments in favour of 
making a Type A criterion over-riding. First, he 
notes that there is ‘...an almost infinitely wide 
range of users...enterprises...situations.. decisions’ 
(p.250), so that detailed prescription will not work 
in forcing financial statements to provide useful 
information. There seem to be flaws here. It is un- 
clear how the use of an over-riding Type A crite- 
rion could help a single set of financial statements 
to satisfy more of the infinity of needs than the use 
of over-riding Type C rules would (given that Type 
A would still be present, requiring disclosures and 
so forth). Also, as noted above (see sub-section 
2.2), any over-riding Type A criterion may be used 
by some preparers to mislead rather than to 
inform. 

Alexander’s second main argument is that: 
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if regulation is going to be changed...then 
some over-riding criterion greater than that 
enshrined in regulation itself must, as a mat- 
ter of logical necessity, be employed to de- 
cide on the changes (p.250, emphasis in 
original) 

Taken literally, Alexander scores an own goal 
here. He appears to be saying that the Type A 
criterion should not be enshrined in regulation but 
should be employed by the regulator. I would 
agree. However, he meant* that a Type A criterion 
greater than the Type C rules should be enshrined 
in legislation. This, of course, is not a ‘logical ne- 
cessity’ because the regulators could use a Type A 
criterion when making Type C rules whether or 
not it was enshrined in regulation as over-riding 
for preparers and auditors. 


3. IAS 1 


I now turn to international standards. I do not 
wish to defend the detail of E 53 any more than 
Alexander does (p. 250). However, this does not 
mean that IAS 1 is right. 

Alexander quotes Karel Van Hulle (1997) and 
Sir David Tweedie? as reporting that the US, Can- 
ada, Australia and Germany were against an over- 
ride in IAS 1, whereas the UK and most other 
Europeans were in favour. The reports are slightly 
inaccurate. The Scottish representative on the 
LASC Board (Sir David) did indeed speak passion- 
ately in favour of an over-ride, but the English 
representative’ spoke passionately against. 

The arguments against an over-riding Type A 
(e.g. TEV) criterion relating to a domestic stan- 
dard (purpose (vi) in Section 2) have been made 
above. First, TFV can still be used by preparers 
for purposes (i) to (iv). Second, TFV can still be 
the over-riding criterion for standard setters (pur- 
pose (v)). Third, one can still have an over-riding 
TEV for Type C legal rules in law (purposes (vii) 
and viii)). Fourth, the experience of standard set- 
ters in the English-speaking world (including the 
UK) suggests that it is a bad idea to allow pre- 
parers a means to break standards, One should not 
lightly dismiss the views of experienced standard 
setters in the US, Canada and Australia; and one 
should judge the ASB by its domestic actions (i.e. 
obtaining and publishing counsel’s opinion, as 
examined above) rather than by its international 
words. These standard setters have observed that, 
particularly in the absence of a strong oversight 
and enforcement mechanism, for every case where 
a TFV over-ride of a standard would force a pre- 
parer to depart from a ‘wrong’ Type C rule, there 


Confirmed by David Alexander in correspondence of 19 Oc- 
tober 1999. 

“SEC miffed at UK Victory’. Accountancy, August: 17. 

That is, the present author. 
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would be dozens where a preparer would contrive 
to depart from a ‘right’ Type C rule. So, this form 
of the over-ride would make finanical reporting 
worse. 

An alternative approach to allowing the rare ne- 
cessity of an over-ride of Type C rules is for pre- 
parers to disclose the problem and its effects, even 
to the extent of pro forma financial statements. If 
the issue is substantial and not extremely rare, then 
the standard setters can change the Type C rule or 
issue an interpretation of it. 

The case against a TFV over-ride becomes even 
stronger in an international standard than in a do- 
mestic standard. Alexander reports (p. 245) that 
he and I have separately argued that there are 
many European meanings to TFV; but that other 
writers have argued that there 1s one “European 
TFV which might be different from a British 
TFV. Either way, there is agreement that the inter- 
pretation of TFV differs internationally. It seems 
clear, too, that there is greater scope for inter- 
national variation in the interpretation of a Type 
A criterion than of a Type C rule. Consequently, 
a Type A over-ride in IAS 1 will be interpreted 
with even more variance internationally than 
nationally, so that Type C rules will be over-ridden 
to different degrees and in different ways in dif- 
ferent places even in similar circumstances. Users 
of sets of financial statements prepared in different 
countries but all under IAS rules would presum- 
ably prefer to reduce such differences. 

A second international issue concerns oversight 
and enforcement. The cost of a Type A over-ride 
in standards (i.e. abuse of it) is likely to be min- 
imised if there is an effective oversight and 
enforcement mechanism. To the extent that there 
is an over-ride of the Type C rules of standards in 
the US or the UK (see above, and Alexander, Sec- 
tions 3 and 6), it is now little abused (or even used) 
because of legally backed oversight and enforce- 
ment in the respective countries by the Securities 
and Exchange Commission and the Financial Re- 
porting Review Panel. There is presently no such 
body on an international basis to oversee and en- 
force the IASC’s package of standards and inter- 
pretations (called IAS GAAP, below), as has been 
lamented by the World Bank and others.’ This in- 
creases the likelihood of abuse. 

Incidentally, although IAS GAAP lacks a spe- 
cific legal context for a Type A over-ride to be 
written into, this does not mean that an over-ride 
has therefore to be put into IAS GAAP itself. As 
noted above, four of the uses of the Type A cri- 
terion for preparers (see points (i) to (iv) of Section 
2) do not rely on an over-ride, and two other uses 
(points (vil) and (viii)) are not relevant in the ab- 
sence of a specific legal context. The remaining use 


“Big five on board—just’. Accountancy International, Yuly: 
7. 
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for preparers (i.e. for the over-ride of Type C rules 
In standards) is the one that I believe is inappro- 
priate anyway. For standard setters with no spe- 
cific legal context, insertion of an over-ride into 
standards is also not appropriate, given that stan- 
dards are addressed to preparers and auditors, not 
to standard setters. For the latter, the Type À cri- 
terion can be made paramount in other ways, such 
as being written into a conceptual framework. 

In addition to the above. arguments against an 
over-ride in IAS 1, there was the politica] point 
that inserting an over-ride would be used by those 
opposed to IOSCO! endorsement of IAS GAAP 
to suggest that the standards were so loose that 
they contained an in-built non-compliance device 
(e.g. FASB, 1999, p.47). There is no reason to criti- 
cise Alexander for not including this in his logic, 
but it is relevant in the wider scheme of things for 
those who believe that the spread of IAS GAAP 
would be likely to improve accounting around the 
world. 

Fortunately, the problem with IAS 1 was miti- 
gated in the final drafting discussions by adding a 
requirement to disclose the reasons for departure 
and details of the financial effect (IAS 1, para. 13 
(c) and (d)). It might be concluded that there is 
little difference between (i) breaking a Type C rule 
with a full financial explanation of why this is 
necessary to comply with a Type A criterion, and 
(ii) complying with a Type C rule with a full fi- 
nancial explanation of how different things would 
have looked if one had complied with the Type A 
criterion. In a world of universally honest prepar- 
ers, fully independent auditors and fully effective 
overseers, one might be comfortable with indulg- 
ing a philosophical preference for the former. 
However, for practical and political reasons, the 
latter might have been better. 


4. Examples of Type A/Type C conflict 


Some examples may be useful to illustrate the dan- 
gers of Type A over-ride in standards. LASs are 
chosen as the context. 

TAS 12 (paras. 15 and 53) imposes Type C rules 
whereby an enterprise must account for deferred 
tax on a temporary difference arising on the re- 
valuation of an asset; and the amount should not 
be discounted. Some British preparers and audi- 
tors (and standard setters) claim? that this is 
‘wrong’, particularly in the normal case where 
thére is no intention to sell the asset and where 


8Intermational Organization of Securities Commissions, 
whose members include the Securities and Exchange Commis- 
sion of the US. . 

The following were arguments used by the UK representa- 
tives on the Board of the IASC during the debate leading up 
to LAS 12 (revised). Such arguments can also be seen in British 
and the other submissions to the IASC on E 49, which are on 
public record. 
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anyway roll-over relief could be claimed to post- 
pone any tax on a capital gain. It is ‘wrong be- 
cause the resulting credit balance would not meet 
the definition of a liability, '° in that there is no 
obligation to a third party at the balance sheet 
date. Furthermore, for such a long-dated ‘liabil- 
ity’, it is badly misleading not to discount it, parti- 
cularly given the requirement to discount pension 
liabilities (AS 19, para. 54) and other types of 
provisions (IAS 37, para. 45). One could argue 
that zero would be a better estimate of any liability 
rather than the full nominal amount. Presumably, 
the consciences (or inclinations) of British prepar- 
ers or auditors might therefore require them to use 
the Type A over-ride in IAS 1 in order to disobey 
the Type C rules of LAS 12. 

As a second example, IAS 19 (para. 83) contains 
a Type C requirement to take account of estimated 
future pay rises when calculating defined benefit 
pension liabilities. Some German preparers and 
auditors claimed!! that this is ‘wrong’ because 
there is no obligation to make the pay rises. This 
seems to be a mistaken! argument, but that is not 
the issue here. 

If preparers or auditors honestly believe (or can 
plausibly claim to believe) that a Type C rule leads 
to ‘wrong’ accounting, then Alexander and IAS 1 
would require them (or, in the bracketed case, al- 
low them) to break the Type C rule in order to 
comply with the Type A criterion. If this hierarchy 
were taken literally and seriously, chaos would re- 
sult. British companies could break IAS 12 and 
German companies could break IAS 19 while still 
claiming compliance with IAS GAAP. It would be 
difficult for auditors to qualify their opinions, even 
if they wanted to; and there would be no oversight/ 
enforcement mechanism beyond that. 


5. Conclusion 


While agreeing with many of Alexander’s argu- 
ments and conclusions, I challenge Alexander’s 
conclusions that Type A criteria should over-ride 
Type C rules in standards, and that IAS 1 is there- 
fore a good standard in this respect. The problem 
arises because of the lack of sufficient distinction 
in the following cases: 

i. between a Type A over-ride in law and one in 
standards; 

ii. between a Type A supremacy for regulators 
and a Type A over-ride for preparers; 


l0YASC, Framework, paras. 49, 60, 91. 

'ISee, for example, FEE (1999), p.40. 

12This is mistaken because the existence of an obligation is 
necessary to establish that there is a liability (Framework, para 
49) rather than to measure the size of the liability. There is no 
doubt that there is a pension liability in this case (irrespective 
of future pay rises); the issue is how to arrive at the best esti- 
mate of it. There is a probability that there will be future pay 
rises, so they need to be taken into account in the estimations. 
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and 

Hi. between a national setting and an inter- 
national setting. 

Consequently, Alexander's two main arguments 
(inflexibility/stultification and change to regula- 
tion) do not work. First, Type C rules in law may 
be stultified but this is not necessary for standards. 
The latter can be changed reasonably quickly or 
an interpretation can be issued. In the meantime, 
supposing that the standard setters had already 
been using a Type A criterion to make the Type 
C rules, flexibility in terms of a Type A over-ride 
for preparers would be likely to entail higher costs 
in terms of abuse than benefits in terms of a rare 
case of better accounting. Secondly, although su- 
premacy of a Type A criterion is necessary for co- 
herent change to Type C rules, it is necessary in 
the minds of the regulators not as an over-ride for 
preparers. 

The arguments in this comment paper suggest 
the following: 

a) A Type A criterion is useful in law or stan- 
dards or both, so that preparers and auditors can 
interpret Type C rules, choose between options in 
them and fill gaps. 

b) A Type A criterion should be used by legis- 
lators or standard setters when making Type C 
rules. (Obviously this means that Type A over- 
rides Type C.) 

c) Within a law, a Type A over-ride of the law’s 
Type C rules is useful, assuming that there are 
reasonably detailed Type C rules in standards. 

d) The law should not contain a Type A over- 
ride of Type C rules in standards, or at least there 
should be a strong legal presumption in favour of 
standards and an effective oversight or enforce- 
ment mechanism. 

e) Standards should not contain a Type A over- 
ride of Type C rules in standards. 

f) Conclusion (e) applies particularly if there is 
. no effective oversight or enforcement mechanism. 

g) Conclusion (e) applies particularly in an inter- 
national setting where the Type A criterion would 
be interpreted variously. 

In the US, (a), (b)! and (e)'* are complied with, 
and the rest are not relevant.'° In Australia, (a), 
(b), (d) and (e) are complied with, and the rest are 
not relevant (including (c) because there are a few 
Type C rules in law). In Canada, standards are 
inserted into law and there is an over-ride which 
is at least as restricted and overseen as that in the 


Although Alexander notes (p.248) that ‘fair presentation’ 
need not be used by the FASB, there are other statements of 
pu (i.e. Type A criteria) in the FASB’s Framework. 

To the extent that (e) is not complied with because of 
AICPA rule 203 (Alexander, p. 248) then this is sorted out by 
SAS 69 and because (f) does not apply. 

15Because of the lack of Companies Acts (points (c) and (d)), 
because of the SEC (point (f)) and the domestic context (point 
(g). ` 
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UK. Consequently, (a) to (e) are in effect complied 
with. Furthermore, in Australia and Canada, stan- 
dards are specifically mandatory by law, which is 
effectively the US position because of the SEC’s 
requirements. In the UK, (a), (b), (c) and (d, sec- 
ond option) are complied with. At the time of writ- 
ing, so is (e), and in effect this will continue, as 
noted in Section 2.3. As in the other countries, (f) 
and (g) are not relevant. Consequently, all these 
countries satisfy my desiderata. IAS 1 is the odd 
one out. There is compliance with (a) and (b), and 
(c) and (d) are not relevant. However, (e) is bro- 
ken, which is particularly serious given that (f) and 
(g) are relevant. Fortunately, the problem with 
IAS 1 is mitigated by the compulsory disclosures. 

None of the above arguments should be con- 
strued as implying that the TFV 1s a bad idea. 
Clearly, the ultimate objective must be for finan- 
cial statements to give useful information (presum- 
ably implied by giving a TFV) rather than to obey 
a set of rules. The argument here is that, on bal- 
ance, the former is more likely to be achieved by 
specifically demanding the latter with no excep- 
tions. This is particularly the case in the present 
international setting. 

Also, it is not intended to imply that standard 


-setters are perfect. For example, the above sugges- 


tion that the English-speaking standard setters 
comply with my desideratum (b) by using a Type 
A criterion does not mean that they always publish 
the ‘right’ Type C rules. Sometimes the standard 
setters are overcome by practical or political con- 
siderations. However, it is implied here that the 
standard setters are more likely to make (and 
amend where necessary) Type C rules that con- 
tribute to a TFV than are parliaments or lawyers, 
and that across-the-board compliance is more 
likely to maximise the output of useful and com- 
parable information than leaving the interpreta- 
tion of TFV (and any resulting departure from 
rules) to individual preparers and auditors. 
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Detecting earnings management using 
cross-sectional abnormal accruals models | 
K.V. Peasnell, P.F. Pope and S. Young* 


Abstract--This paper examines specification and power issues in relation to three models used to estimate abnormal 
accruals. In contrast to the majority of prior work evaluating models estimated in time-series, we examine the 
performance of cross-sectionally estimated models. In addition to testing the standard-Jones (Jones, 1991) and 
modified-Jones (Dechow et al., 1995) models, we also develop and test a new specification, labelled the ‘margin 
model’. Consistent with prior US research employing time-series specifications of the two Jones models, our findings 
suggest that each of the three cross-sectional models are well specified when applied to a random sample of firm- 
years. However, the margin model appears to generate relatively better specified estimates of abnormal accruals 
when cash flow performance is extreme. Analysis of the models’ ability to detect artificially induced earnings 
management indicates that all three procedures are capable of generating relatively powerful tests for economically 
plausible levels of accruals management (e.g., less than 10% of lagged total assets). Regarding their relative perform- 
ance, the standard-Jones and modified-Jones models are found to be more powerful for revenue and bad debt 
manipulations. In contrast, the margin appears to be more powerful at detecting non-bad debt expense 


manipulations. 


1. Introduction 


An important issue in financial reporting is the ex- 
tent to which managers manipulate reported earn- 
ings. Following Healy (1985), accruals-based 
measures are now widely employed in tests of the 
earnings management hypothesis. A significant ob- 
stacle associated with the implementation of this 
approach, however, is the need to accurately sep- 
arate reported accruals into their managed (discre- 
tionary) and unmanaged (non-discretionary) com- 
ponents.'! The most frequently used techniques for 
achieving this separation are the cross-sectional 
versions of the standard-Jones model (Jones, 1991) 
and the modified-Jones model (Dechow et al., 
1995). However, recent evidence reported by Guay 


“The authors are at Lancaster University. They are grateful 
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Ashni Singh, Andrew Stark, two anonymous reviewers, Mah- 
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Following conventional practice, we use the terms ‘managed 
accruals’, ‘discretionary accruals’ and ‘abnormal accruals’ in- 
terchangeably throughout the remainder of the paper. Simi- 
larly, we also use the terms ‘unmanaged accruals’, ‘non-discre- 
tionary accruals’ and ‘normal accruals’ interchangeably. 


et al. (1996), Dechow et al. (1995) and Kang anc 
Shivaramakrishnan (1995) for the US suggest: 
that time-series versions of both models estimat 
discretionary accruals with considerable impreci 
sion. These findings have led these and other re 
searchers to question the reliability of the emergin; 
body of empirical evidence concerning accrual 
manipulation and its determinants. However, it 1 
premature to reach such a conclusion based ot 
tests of time-series models when cross-sectiona 
procedures are now more widely employed i 
earnings management research. | 

This paper adds to the existing body of work i 
this area by providing evidence on the perform 
ance of three alternative cross-sectional procedure 
for estimating the managed component of workin; 
capital accruals. In addition to examining th 
performance: of the standard-Jones and modified 
Jones cross-sectional models, we also develop anc 
test a new cross-sectional procedure, which we lab 
el the ‘margin model’.? Following Dechow et al 
(1995), model performance is evaluated in terms o 


*Kang and Shivaramakrishnan (1995) develop a model tha 
uses an instrumental variables technique to isolate the discre 
tionary component of total accruals. Based on simulation re 
sults, they present evidence that their model is more powerfu 
than the standard-Jones model at detecting abnormal accruals 
We do not, however, evaluate this model in the present paper 
Other than in the original Kang and Shivaramakrishnan (1995 
paper, we are not aware of any published earnings managemen 
study that has used this procedure to estimate accrual manip 
wation. Moreover, the original time-series formulation of th 
procedure is not amenable to the cross-sectional estimatio: 
techniques that are the focus of this paper. 
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specification (i.e., the probability of a Type I error) 
and power (i.e. the probability of a Type II error). 
Using a sample of UK non-financial companies, 
our results suggest that all three procedures are 
well specified when applied to a random sample of 
firm-years. Additional tests suggest that the mar- 
gin model is relatively better specified when cash 
flow performance is extreme. We assess the power 
of each model to detect accrual management using 
simulation procedures that allow for three differ- 
ent forms of earnings management: revenue ma- 
nipulation, expense manipulation (excluding bad 
debts) and bad debt manipulation. Our findings 
- suggest that all three procedures are capable of 
generating reasonably powerful tests for econom- 
ically plausible levels of all three forms of accruals 
management. However, important differences in 
the relative power of the models are evident. In 
particular, the standard-Jones and modified-Jones 
models are shown to be substantially more power- 
ful at detecting revenue and bad debt manipula- 
tions. In contrast, the margin model is better at 
detecting non-bad debt expense manipulations. 

The paper contributes to the literature in three 
ways. First, as already noted and in contrast to 
the studies by Guay et al. (1996), Dechow et al. 
(1995) and Kang and Shivaramakrishnan (1995) 
that examine time-series versions of the models, we 
evaluate cross-sectional specifications. Second, we 
develop an alternative abnormal accrual model 
which is found to generate different estimates of 
earnings management to the s-J and m-J proce- 
dures under certain conditions. Third, our results 
offer some practical guidance for detecting earn- 
ings management activity. In particular, our find- 
ings suggest either that the choice of accrual model 
should depend on the predicted form of earnings 
Management activity (e.g. revenue-based or ex- 
pense-based), or that the use of several models in 
. combination may afford the best opportunity of 
detecting accrual management, the specific form of 
which is unpredictable. 

The remainder of the paper is organised as fol- 
lows. Section 2 presents a brief review of the stan- 
dard-Jones and modified-Jones models and devel- 
ops our alternative model for estimating abnormal 
accrual activity. Section 3 provides details of the 
research design and sample selection procedure. 
Section 4 presents our empirical findings. Section 
5 contains a summary and conclusions. 


2. Modelling abnormal accruals 


2.1. The standard-Jones and modified-Jones 
procedures 

The original specification of the standard-Jones 
model (Jones, 1991) uses a two-stage approach to 
partition total accruals into their managed and un- 
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managed components. In the first stage, total ac- 
cruals (TA) are regressed on the change in sales 
(AREV) and the gross level of property, plant, and 
equipment (PPE) for each sample firm, using the 
longest available time-series of data immediately 
prior to the ‘event’ year. In the second stage, the 
estimated parameters from this regression are 
combined with TA, AREV and PPE data from the 
event year to determine the abnormal component 
of total accruals. The intuition underlying the 
choice of PPE and AREV as explanatory variables 
in the first-stage regression is that they help to con- 
trol for unmanaged accruals associated with the 
depreciation charge and changes in economic 
activity, respectively.“ 

As Dechow et al. (1995) discuss, a weakness of 
the standard-Jones specification lies in its inability 
to capture the impact of sales-based manipulation, 
since changes in sales are assumed to give rise to 
non-discretionary accruals. In an attempt to cap- 
ture sales-based manipulations, Dechow et al. 
(1995) proposed a modification to the standard- 
Jones model. The modified-Jones model is identi- 
cal to the standard-Jones model, with the excep- 
tion that the change in debtors (AREC) is 
subtracted from AREY at the second stage. In ef- 
fect, the model therefore implicitly assumes that all 
changes in credit sales in the event period result 
from earnings management. In tests comparing 
the power of the modified-Jones model with that 
of the standard-Jones model, Dechow et al. (1995) 
find that the former procedure is indeed signifi- 
cantly better at detecting sales-based earnings 
management. However, in absolute terms, both 
models are found to generate tests of low power 
for earnings management of economically plaus- 
ible magnitudes (e.g. accruals of 1% to 5% of total 
assets). In addition, both models are shown to be 
poorly specified when financial performance is ex- 
treme, with each generating a significant propor- 
tion of Type I errors when applied'to firms with 
extreme cash flows. These results cast doubt on the 


3In the discretionary accruals literature, total accruals are 
typically defined as the change in non-cash working capital ac- 
counts, minus depreciation and amortisation. 

‘The coefficient on PPE is predicted to be negative since the 
level of property, plant and equipment is linked to the income- 
decreasing depreciation accrual. In contrast, the predicted sign 
for the AREV coefficient is more ambiguous since a given 
change in sales can cause income-increasing changes in some 
working capital accounts (e.g. trade debtors) and income-de- 
creasing changes in others (e.g. trade creditors). The ambiguous 
predictions for the estimated coefficient on AREV highlights 
the somewhat ad hoc nature of the model. For her sample of 
23 firms facing Import relief investigations by the United States 
International Trade Commission, Jones reports an -nsignificant 
positive mean coefficient on AREV (0.035) and a significant 
negative mean coefficient on PPE (— 0.033). 

As Beneish (1998) discusses, to the extent that 
AREV,—A,REC can be rewritten as CR, — REV,;, where CR, 
equals cash received in period z, the modified-Jones model lacks 
clear economic intuition. 
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effectiveness of both the standard-Jones and mod- 
ified-Jones models, estimated in time-series, at iso- 
lating accruals manipulation. Consistent with this 
sceptical view, Guay et al. (1996) evaluate the 
time-series standard-Jones and modified-Jones 
models using a market-based procedure and con- 
clude that neither procedure generates a reliable 
measure of accrual management. 

In an attempt to refine and improve the original 
formulation of the standard-Jones model, Teoh et 
al. (1998) and DeFond and Jiambalvo (1994) focus 
exclusively on the working capital component of 
total accruals. As Beneish (1998) and Young 
(1999: 842) discuss, this formulation is potentially 
more appealing since continuous (ie. year-on- 
year) earnings management via the depreciation 
accrual is likely to have limited potential due to its 
visibility and predictability. In addition, Young 
(1999) reports that Jones-style models based on a 
measure of total accruals (i.e., inclusive of the de- 
preciation charge) induce substantial measurement 
error in the resulting estimate of managed 
accruals. 

Finally, as a practical matter, the original time- 
series formulation of the standard-Jones and mod- 
ified-Jones models has proven restrictive when im- 
plementing the procedures empirically because of 
the need for a sufficiently long time-series of data 
to allow effective estimation of the first-stage re- 
gression parameters. This requirement raises sev- 
eral concerns. First, issues of survivorship bias 
naturally arise. Second, the assumption that the 
coefficient estimates on AREV and PPE remain 
stationary over time may not be appropriate. Fi- 
nally, the self-reversing property of accruals may 
introduce specification problems in the form of se- 
rially-correlated residuals. In an effort to over- 
come these problems, recent studies use cross-sec- 
tional versions of the models (e.g., Becker et al., 
1998: Subramanyam, 1996; DeFond and Jiam- 
balvo, 1994). Under this approach, the first stage 
regression is estimated separately for each indus- 
try-year combination, after which the resulting in- 
dustry- and time-specific parameter estimates are 
combined with firm-specific data to generate esti- 
mated discretionary accruals. These cross-sectional 
versions of the standard-Jones and modified-Jones 
models now dominate the earnings management 
literature.” However, little research has been con- 


SFor example, Jones (1991) requires that her sample firms 
have at least 10 time-series observations. 

TOne should not interpret the current preference for cross- 
sectional models in the literature as evidence of their improved 
ability to detect earnings management. It is important to re- 
cognise that the replacement of time-series models by their 
cross-sectional counterparts introduces new problems. For ex- 
ample, cross sectional models are less likely to capture the ef- 
fects of (a) mean reversion in accruals, (b} dynamic accrual 
management strategies, and (c) industry-wide carnings manage- 
ment. With valid arguments for and against both estimation 
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ducted to date that evaluates the effectiveness of 
such models at detecting earnings management. 


2.2. The margin model 

In this section, we derive an alternative cross- 
sectional procedure for estimating abnormal ac- 
cruals. Similar to the standard-Jones and modi- 
fied-Jones procedures, we estimate abnormal 
accruals using a two-stage procedure, where the 
first stage involves regressing accounting accruals 
on a vector of explanatory variables designed to 
capture unmanaged accruals. In contrast to the 
two Jones models, however, the explanatory vari- 
ables included in our first-stage regression are 
derived from a formal model linking sales, accru- 
als and earnings.’ Following the discussion in the 
preceding section, we exclude depreciation from 
our measure of accruals on the grounds that this 
item represents an unlikely or unsuitable vehicle 
for systematic earnings management. The starting 
point for our model is therefore working capital 
accruals. We then seek to model ‘normal!’ changes 
in the following three key working capital accrual 
components: stocks (ASTOCK), debtors net of 
bad debt allowance (ADEBT), and creditors 
(ACREDIT). The remaining non-cash components 
of working capital are not explicitly modeled be- 
cause of their diverse natures. 

Ignoring for the moment such expenses as wages 
and rent, we define the following three components 
of changes in working capital: 


ASTOCK=PUR~— COGS (1) 
ADEBT = REVC— CRC- BDE (2) 
ACREDIT= PUR— CPS (3) 


where PUR is purchases of materials, COGS is 
cost of finished goods sold, REVC is revenue from 
credit sales, CRS is cash received from customers, 
BDE is the bad debt expense, and CPS is cash paid 
to suppliers. Note that while ASTOCK in (1) in- 
cludes inventories of materials, work in progress 
and finished goods, all intermediate transfers be- 
tween these inventory categories involve cancelling 
entries that can be ignored when the inventories 
are aggregated. Next, we write working capital ac- 
cruals (WCA) as: 


WCA = (ASTOCK + ADEBT) — ACREDIT 
+ OTHER = 


approaches, the relative power of cross-sectional and time- 
series models to detect earnings management remains an open 
empirical question that is largely beyond the scope of the pres- 
ent paper. 

8An exception is the study by Jeter and Shivakumar (1999) 
which evaluates cross-sectional models using quarterly and an- 
nual data for a sample of US firms. 

°Our model is consistent with that developed by Dechow et 
al. (1998). 
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(REVC — COGS 
— BDE) + (CPS — CRC) + OTHER 
= sm-REVC — cm CRC + OTHER (4) 


where sm equals the gross margin on recorded 
sales, cm equals the gross cash contribution on 
cash collections from customers, and OTHER in- 
cludes all non-cash current assets other than stocks 
and trade debtors and all current liabilities other 
than creditors. We assume OTHER is orthogonal 
to REVC and CRC in equation (4). 

Equation (4) is intended to capture the accrual 
recognition process before ‘contamination’ by 
earnings management. Working capital is ex- 
pressed as the sum of two contribution margins: 
the gross margin on sales and its cash flow ana- 
logue, the margin on cash received (the ‘cash mar- 
gin’). Under this approach, working capital accru- 
als that do not result from sales and cash 
collections in the period are classified as ‘abnor- 
mal’ in nature and are considered the most likely 
manifestation of earnings management. 

Equation (4) is implemented empirically using 
the following cross-sectional OLS regression:'® 


WCA, = gtd, REV +u CRH, (5) 


where REV is total sales (Datastream item 104) 
and represents our proxy for REVC, CR is total 
sales minus the change in trade debtors (Data- 
stream items 104 — A370) and represents our 
proxy for CRC, A, A, and A, are regression coef- 
ficients and n, is the regression residual. The 4, 
coefficient represents an estimate of the sales mar- 
gin and is predicted to be positive, while the 4, 
coefficient represents an estimate of the cash mar- 
gin and is predicted to be negative. We refer to 
this procedure as the ‘margin model’ in the re- 
mainder of the paper. The primary difference be- 
tween the margin model and the standard-Jones 
and modified-Jones models is that the margin 
model disaggregates the change in revenue term 
into two components at the parameter fitting 
stage, substituting cash receipts in the current 
period for revenues in the prior period. The 
primary advantage of this approach is its’ im- 
proved economic intuition, which should, in turn, 
lead to a more precise estimate of normal accruals. 
The downside, relative to the modified-Jones pro- 
cedure, is that unmanaged accruals are computed 
using a variable (REV) that may itself be con- 
taminated by earnings management. As such, we 
anticipate that the margin model will be less 
powerful than the modified-Jones model at detect- 
ing revenue-based manipulations — a prediction 
that we test empirically in Section 4. 


l0While there is no obvious conceptual reason why the mar- 
gin model could not be estimated using time-series procedures, 
this is not the focus of the present paper. 
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3. Research design 


3.1. Estimation of accruals models 

Our empirical tests compare the specification 
and power of commonly used test statistics across 
measures of abnormal accruals generated by the 
standard-Jones (s-J), the modified-Jones (m-J) and 
the margin models. To ensure comparability with 
the margin model, both the s-J and m-J models 
are formulated using working capital accruals 
(e.g., Teoh et al., 1998; DeFond and Jiambalvo, 
1994). The first-stage regressions are estimated 
cross-sectionally for each industry (Datastream 
level-6) and year combination using all firms with 
available accrual data on the Datastream ‘Live’ 
and ‘Dead’ stocks files. This yields the set of coeff- 
cient estimates for a given industry-year combina- 
tion for each model which are then subsequently 
used in the computation of abnormal accruals, 
described in the following subsection. The primary 
purpose of this industry-year procedure is to re- 
duce the probability that our estimates of abnor- 
mal accruals are ‘contaminated’ by time effects 
(e.g. interest rate and other macroeconomic fac- 
tors) and industry effects. An additional benefit of 
this procedure is that it dampens down the influ- 
ence of particular instances of unobservable earn- 
ings management on the parameter estimates of 
normal accruals. A drawback of such cross-sec- 
tional methods is that they introduce noise into the 
parameter estimation, to the extent firms differ 
structurally within the industry. All variables (with 
the exception of the intercept) are scaled by lagged 
total assets to reduce heteroskedasticity.'2 Indus- 
try-year portfolios containing fewer than 10 ob- 
servations are dropped from the analysis to ensure 
more efficient estimation. of the regression 
coefficients. 


3.2. Empirical test procedures 
The following subsections describe the proce- 
dures employed to assess model specification and 


'lWorking capital accruals are defined as the change in non- 
cash current assets minus the change in current liabilities, ex- 
cluding the current portion of long-term debt [Datastream 
items A(376 — 375) — A(389— 387)]. 

lZAs such, the s-J and m-J models reported in this paper 
differ slightly from those estimated in extant studies where the 
intercept is also scaled by total assets and the resulting regres- 
sion is estimated with the true constant term suppressed. We 
did not adopt this approach in the current paper for two reas- 
ons. First, there is no theoretical reason for forcing the regres- 
sion through the origin (e.g., we have no reason to believe that 
total accruals will be zero when, say, AREV is zero). Secondly, 
regressions estimated with the constant suppressed preclude an 
analysis of the goodness-of-fit of the models because the asso- 
ciated R-square values are unreliable. However, to ensure com- 
parability with extant research, we repeated all tests using this 
alternative specification. In all cases the conclusions were iden- 
tical to those based on the findings reported in Tables 2-5. 
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power for the three abnormal accrual models 
described in Section 2. 


3.2.1. Model specification 

We evaluate model specification by examining 
the extent to which each of the three cross-sec- 
tional models incorrectly rejects the null hypo- 
thesis of no earnings management. This is achieved 
using the following procedure outlined in Dechow 
et al. (1995: 200): 


(a) Estimate the first-stage regressions for each 
of the three models (s-J, m-J and margin) 
for each Datastream level-6 industry group 
in year #, as previously described in subsec- 
tion 3.1; 

(b) Select 25 firms at random from year t and 
construct an indicator variable (PART), de- 
fined as one if the firm has been selected and 
zero otherwise; 

(c) Randomise all observations in year t and 
compute abnormal accruals (AA) for each 
of the three models using the coefficient es- 
timates obtained in (a);}3 

(d) Estimate the following univariate regression 
for each measure of abnormal accruals 


AA,=atPPART,+¢, (9) 


and test whether the estimated coefficient on 
PART is significantly different from zero; 

(e) Repeat steps (a}{d) 100 times for each sam- 
ple year. 


As noted by Dechow et al. (1995: 200), the steps 
outlined above are designed to investigate whether 
the estimated abnormal accruals are statistically 
well-specified. Since the observations at stage (b) 
are selected at random, they should not be char- 
acterised by any systematic earnings management 
activity. As such, a well-specified model is not ex- 
pected to reject the null hypothesis of B = 0 at rates 
that significantly exceed the appropriate test sta- 
tistic (e.g., 5% or 1% levels). Accordingly, we in- 
terpret rejection frequencies close to (significantly 
different from) the specified test level as evidence 
that the accrual model in question is well (poorly) 
specified. 

In addition to testing for general model specifi- 
cation using a random sample of observations, we 
also evaluate model specification when financial 
performance (measured using operating cash 
flows) is extreme. Our tests exploit the fact that 
estimated abnormal accruals may be decomposed 
into two components, ‘true’ earnings management 


For the s-J and margin models, abnormal accruals are sim- 
ply defined as the regression residuals from stage (a). For the 
m-J model, on the other hand, the adjustment to AREV by 
AREC occurs after the parameter estimation stage and hence 
the abnormal accruals are different from the first-stage regres- 
sion residuals. 
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and measurement error. Since the true earnings 
management component is invariant to the specific 
modelling procedure employed, any observed dif- 
ference in estimated abnormal accruals across al- 
ternative procedures must be attributable to 
measurement error. As such, a comparison of the 
distributional properties of abnormal accruals gen- 
erated by alternative models (for the same set of 
firms) provides a means of evaluating their relative 
specification.’* In the context of extreme cash flow 
performance, prior research has found that unu- 
sually high (low) operating cash flows cause esti- 
mated discretionary accruals to be negatively 
(positively) biased (Young, 1999; Dechow et al., 
1995). Accordingly, average abnormal accruals es- 
timated using a model that controls for high (low) 
cash flows are expected to be less negative (less 
positive) than abnormal accruals estimated using 
a procedure that affords little effective protection 
against extreme cash flow performance, all else 
equal. The test is implemented by forming decile 
portfolios, ranked within each sample year, based 
on operating cash flow scaled by lagged total as- 
sets.l5 Abnormal accruals for each decile portfolio 
are then computed using the three cross-sectional 
models. Finally, mean and median abnormal ac- 
crual estimates generated by the three models are 
compared within each cash flow decile.'® It is im- 
portant to note that since the three abnormal ac- 
crual models are evaluated using the same sub- 
sample of firms, any observed differences in the 
distributional properties of estimated abnormal 
accruals must be due to differences in the models 
rather than omitted firm-specific factors. 


While this approach allows direct comparisons of the 
relative magnitude of the measurement error associated with 
alternative accrual models, a limitation of the procedure is that 
it affords no measure of the absolute level of misspecification. 

ting cash flow is measured as operating profit (Da- 
tastream item 137) minus working capital accruals (Datastream 
items A376 — A375 — A389+A387), plus depreciation and amor- 
tisation (Datastream items 402+562). 

lóUsing a procedure equivalent to that employed to test for 
general model specification, Dechow et al. (1995) evaluate 
model specification when cash flows are extreme by examining 
observed rejection frequencies for samples of firms selected 
from the top and bottom deciles of the operating cash flow 
distribution. We do not tabulate results based on this approach 
in the current paper because as Guay et al. (1996) discuss, the 
test is based on the assumption of no earnings management. 
While this asssumption is expected to hold for the random sam- 
ples used to test for general model misspecification, it is 
unlikely to hold in the case of firms with extreme cash flow 
performance, given the strong incentives for earnings manage- 
ment faced by these firms. For completeness, however, we did 
perform such tests. Consistent with Dechow et al. (1995), re- 
jection frequencies for all three models significantly exceeded 
the specified test level for both the high and low cash flow 
partitions. However, the rejection frequencies for the margin 
model were always lower than those obtained for the s-J and 
m-J models, consistent with the view that the margin model is 
relatively better specified when cash flows are extreme. 
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3.2.2. Power to detect earnings management 

We assess the power of alternative cross-sec- 
tional accruals models by examining their ability 
to detect earnings management activity when it is 
known to exist, in the sense that it is artificially 
induced (rather than actual earnings management 
by the firms concerned). This is achieved by adding 
a pre-determined positive amount to the reported 
accruals of a randomly selected set of firms and 
then examining the ability of the models to detect 
this artificial earnings management. The procedure 
is similar to that described in subsection 3.2.1 for 
testing general model specification, with the excep- 
tion that at stage (b), artificial income-increasing 
accruals are added to the reported accruals for 
firms where PART equals one.'? As before, steps 
(a) (d) are then repeated 100 times for each sample 
year. However, since the observations where 
PART equals one are now known to contain in- 
come-increasing earnings management activity, we 
would expect a powerful model to reject the null 
hypothesis that B=0, in favour of the alternative 
that B>0, at rates that significantly exceed the 
specified test level. All else equal, the higher the 
rejection frequencies associated with a particular 
model, the more powerful that model is deemed to 
be at detecting earnings management activity. 

In implementing this procedure, we experiment 
with different magnitudes of income-increasing ac- 
cruals ranging from 0% to 100% of firms’ lagged 
total assets in the randomly-selected PART treat- 
ment firms. In addition, we also consider three dif- 
ferent types of accruals manipulation: 


(a) Expense Manipulation (excluding bad debts) 
— e.g. delayed recognition of an expense 
(Dechow et al 1995: 201). This approach is 
implemented by adding an assumed amount 
of expense manipulation to working capital 
accruals.!8 


(b) Bad Debt Manipulation — e.g. write-back of 
an existing bad debt provision. This ap- 
proach is implemented by adding the as- 
sumed amount of bad debt manipulation to 


both working capital accruals and trade 


debtors. 

(c) Revenue Manipulation — e.g. premature rec- 
ognition of a sale, assuming all costs are 
fixed (Dechow et al., 1995: 202). This ap- 
proach is implemented by adding the as- 
sumed amount of revenue manipulation to 


I7As such, the parameter estimates from the first stage re- 
gressions in part (a) are not contaminated by the artificially 
induced ings management. 

8Unlike Dechow et al. (1995) and Kang and Shivaramak- 
rishnan (1995), because our models are estimated cross-section- 
ally, we do not have to make corresponding adjustments for 
accrual reversals in future accounting periods. This holds for 
all three types of accrual manipulation examined. 


ACCOUNTING AND BUSINESS RESEARCH 


working capital accruals, total sales and 
trade debtors. 


3.3. Sample 

The starting point for our sample is the popu- 
lation of firms on the Datastream ‘Live’ and 
‘Dead’ stocks files with the necessary accounting 
data for the computation of the s-J, m-J and mar- 
gin models and which have year-ends between 30 
June 1990 and 31 May 1997. From this initial sam- 
ple, we exclude all financial firms because (a) their 
financial reporting environments differ frcm those 
of industrial firms and (b) they have fundamen- 
tally different accrual processes that are not likely 
to be captured well by our expectations models of 
normal accrual activity. Firm-years with missing 
Datastream l\evel-6 industry codes are also omitted. 
Since the estimation of our cross-sectional accrual 
models requires at least 10 firms per industry-year 
combination, we also exclude all Datastream level- 
six industry groups with fewer than 10 observa- 
tions in a given sample year. Finally, because the 
distribution of working capital accruals is charac- 
terised by a small number of extreme observations, 
we also exclude all cases for which scaled working 
capital accruals lie outside the one and 99 
percentiles. 

These sampling criteria result in a final sample 
of 4,352 firm-year observations, comprising 837 
individual firms from 35 Datastream level-6 indus- 
try groups. Of these, 418 firms (49.9%) are repre- 
sented in all seven years, while 572 firms (68.3%) 
are represented at least five times. Firms with only 
a single year of data number 78 (9.3%). Annual 
sample sizes are 601, 590, 607, 580, 624, 657 and 
693 for 1990, 1991, 1992, 1993, 1994, 1995 and 
1996, respectively. The largest industry group in 
any given year is general engineering, with the 
number of firms ranging from 51 in 1993 to 57 in 
1996. Details of the sampling procedure are re- 
ported in Table 1. 


4. Results 


4.1. Descriptive statistics 

Table 2 presents descriptive statistics for the 
(standard and modified) Jones and margin models. 
Panel A reports the coefficient estimates and as- 
sociated fit statistics for the first-stage regressions. 
Panel B presents additional information for the in- 
dustry-year estimated portfolios, partitioned ac- 
cording to the goodness-of-fit of the regressions 
estimated in Panel A. Since the s-J and m-J models 
are equivalent at the estimation stage, Table 2 re- 
ports only a single set of results for these two mod- 
els in the columns headed “Jones Models’. Exam- 
ination of the coefficient estimates and associated 
goodness-of-fit statistics presented in panel A pro- 
vides preliminary evidence regarding the models’ 
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Table 1 
Sample selection criteria. The sample period comprises all non-financial firms on the Datastream ‘Live’ and 
‘Dead’ stocks files with year-ends between 1 June 1990 and 31 May 1997 (inclusive) 


Criteria 


Firm-years with non-missing accrual data: non-financials only 
Less: Extreme accrual values (trimmed at 1% and 99% levels) 
Industry-year combinations with fewer than 10 observations 


Missing Datastream level-6 industry codes 
Final sample 


ability to capture, and hence control for, normal 
working capital accrual activity. For the Jones 
models, the coefficient on AREV is positive in all 
years, with the exception of 1994. However, the 
average magnitudes of the fs are generally very 
low, ranging from a high of 0.068 in 1993 to a low 
— 0.007 in 1994. The associated t-statistics high- 
light the lack of association between working cap- 
ital accruals (WCA) and the AREV term for our 
sample: median t-statistics for the industry-specific 
estimates of ñ never attain significance in any of 
the seven estimation periods. The lack of associa- 
tion between WCA and AREV is also reflected in 
the explanatory power of the models: the median 
adjusted R-squared statistic ranges from a maxi- 
mum of 15% in 1993 to a minimum of —2% in 
1992. Moreover, the adjusted R-squared statistics 
are negative for more than 45% of industries in 
four out of the seven sample years. In other words, 
the Jones models have zero explanatory power for 
a large number of industry-years. Even in the best 
year (1993), the cross-sectional Jones models fail 
to account for over 85% of the intra-industry var- 
lation in WCA, on average. 

Panel A of Table 2 also reports the corre- 
sponding statistics for the margin model. As pre- 
dicted, the coefficient on REV (A,) is positive in all 
seven sample years. Further, the magnitude of the 
coefficient lies within the feasible range for the 
gross profit margin on sales. The median coeffi- 
cient on the CR term (A,) is negative in all esti- 
mation periods, as predicted. The coefficient mag- 
nitudes of A, are similar to those reported for À. 
The median adjusted R-squared statistic ranges 
from 41% (1993) to 7% (1994) and is significantly 
higher (p <0.001) than that reported for the Jones 
models in six of the seven sample years. Consistent 
with this, the proportion of industries with essen- 
tially zero fit (i.e. zero or negative adjusted R- 
squared statistics) in a given sample year is also 
significantly lower than the equivalent figures for 
the Jones models. 

Further insights may be gained by using the 
coefficient estimates reported in panel A of Table 
2 to compute the elasticity of working capital ac- 
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Firm-years 


4,600 
(101) 
(81) 
(66) 
4,352 


cruals with respect to the drivers of ‘normal’ ac- 
cruals for each of the three accruals models.!° For 
the margin model, the net effect of a 1% change 
in REV and CR on working capital accruals 
ranges from 152% in 1993 to —5% in 1994. In 
contrast, the effect of a 1% change in AREV on 
working capital accruals for the s-J model ranges 
from 31% in 1993 to —0.18% in 1994. The equiv- 
alent elasticities for the m-J model are 26% in 1993 
and —0.14% in 1994. The results indicate the 
higher responsiveness of working capital accruals 
to the drivers of normal accruals in the case of the 
margin model. This has both positive and negative 
implications regarding the relative performance of 
the margin model. On the positive side, a high 
elasticity is expected to result in improved esti- 
mates of abnormal accruals in situations where the 
drivers of working capital accruals are uncontam- 
inated by earnings management (e.g., expense ma- 
nipulation, excluding bad debts), due to increased 
precision in the estimate of normal accruals. On 
the negative side, a high elasticity means that the 
model will generate poorer estimates of abnormal 
accruals when either REV or CR are contaminated 
by earnings management (e.g., revenue manipula- 
tion), since.a larger fraction of observed accrual 
activity will be incorrectly explained by the (con- 
taminated) drivers of normal accruals. As an ex- 
ample of this effect, consider the elasticities for the 
s-J and m-J models: the higher elasticity associated 
with the s-J model reflects its tendency to uninten- 
tionally attribute a fraction of revenue manipula- 
tion to normal accrual activity. 

In an effort to shed light on the reasons under- 
lying the low explanatory power of all models for 
certain industry-year combinations, panel B of Ta- 
ble 2 reports additional information for the indus- 
try-year estimation portfolios, partitioned accord- 
ing to the adjusted R-squared statistics obtained 


13An elasticity measures the effect of a 1% change in an in- 
dependent variable (X;) on the dependent variable (Y). Elastic- 
ities, measured at the point of the means of the inde- 


pendent variables, are computed as E,= Ê, a 
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from the first-stage regression models. For both 
the Jones and the margin models, an F-test fails 
to reject the null hypothesis that the mean number 
of observations in the estimation portfolios differs 
across the three goodness-of-fit partitions. These 
findings indicate that sparse data is unlikely to be 
the primary factor driving the low explanatory 
power for certain industry-year combinations. 
Similarly, there is no evidence that a difference in 
the variability of WCA within the industry-year 
portfolios underlies the low adjusted R-square val- 
ues. Finally, panel B also reports the primary in- 
dustry groups (i.e. those represented at least four 
times) in each goodness-of-fit partition. No obvi- 
ous industry patterns are apparent. 

The precise reasons why the models fit well in 
some settings and poorly in others remain unclear. 
This can be viewed as a weakness of the current 
state of the art in modelling accruals management. 
A model that accounts for only a small proportion 
of the variation m working capital accruals is 
effectively doing little more than defining abnor- 
mal accruals as total accruals plus (a large amount 
of) measurement error. It is important to note, 
however, that a relatively high R-squared statistic 
does not necessarily guarantee that a particular 
model is effectively partitioning accrual activity 
into normal and abnormal components. Hence, 
the effectiveness of the models at detecting earn- 
Ings Management must remain an open empirical 
issue, one that we address in the remainder of the 


paper. 


4.2. Model specification 

Table 3 presents the results of our tests for the 
presence of earnings management where by con- 
struction none exists (i.e., Type I errors), for each 
of the s-J, m-J, and margin models. Type I errors 
from one-tailed tests are reported for both the null 


Table 3 
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hypothesis that abnormal accruals are greater than 
or equal to zero (alternative hypothesis: income- 
decreasing earnings management) and the null 
hypothesis that abnormal accruals are less than or 
equal to zero (alternative hypothesis: income-in- 
creasing earnings management). Recall that since 
the sampling procedure helps ensure that firms 
where PART equals one are unlikely to be char- 
acterised by systematic earnings management 
activity, a well-spectfied model should not reject 
the null hypothesis of no earnings management at 
rates that significantly exceed the test level (e.g. 5% 
or 1%). Consistent with the findings reported by 
Dechow et al. (1995), the frequency of Type I er- 
rors in Table 3 corresponds to the specified test 
levels for all three models: in all cases a binomial 
test fails to reject the null hypothesis that the ob- 
served rejection frequencies equal the specified test 
levels. These findings suggest that all three cross- 
sectional accrual models appear well-specified 
when applied to a random sample of firm-years. 
Results presented in Table 4 assess the relative 
specification of abnormal accrual models when 
cash flow performance is extreme. Because the 
same firm-year observations are used to compute 
abnormal accruals for each of the three models, 
any differences in distributional properties of es- 
timated abnormal accruals must be due to the un- 
derlying accrual model rather than any time- or 
firm-specific factors. Results for the low (high) 
CFO partition reveal that all three models gener- 
ate positive (negative) abnormal accrual estimates 
of around 6 to 7% of lagged total assets. This is 
consistent with all three models inducing positive 
(negative) measurement error when cash flows are 


*2As Dechow et al., (1995: 200) point out, this is simply a 
test of whether the Gaussian assumptions underlying regression 
(9) are satisfied. 


Comparison of Type I error rates for abnormal accruals estimated using the standard-Jones (s-J), the modifled- 
Jones (m-J) and margin models. Percentage of 700 randomly selected firm-years for which the null hypothesis of 
no earnings management is rejected using a one-tailed test* 


Alternative hypothesis 
Null hypothesis 


Test level: 5% 


5.4% 
6.3% 
5.1% 


s-J model t-test 
m-J model t-test 
margin model t-test 


Income-increasing accruals 
Earnings management > 0 


Income-decreasing accruals 
Earnings management <0 


5% 1% 


5.9% 1.3% 
5.4% 1.3% 
5.0% 1,3% 


1% 


1.7% 
1.4% 
0.9% 


‘Simulations for each abnormal accrual model are performed using 100 random samples of 25 firms in each 
of the seven sample years (1990-1996), resulting in a total of 700 simulations per model. 

*Significantly different from the specified test level at the 5% level using a two-tailed binomial test. 
**Significantly different from the specified test level at the 1% level using a two-tailed binomial test. 
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Table 4 
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Descriptive statistics for abnormal accruals, partitioned by cash flow from operations scaled by lagged total 
assets (CFO). Abnormal accruals are estimated using the Standard-Jones (s-J)}, the modified-Jones (m-J) 


and margin models* 
Abnormal accrual model p-value for difference between: 
CFO Decile s-J vs. m-J vs. 
3-J m-J margin s-J vs.m-J margin margin 
Low Mean 0.0736 0.0762 0.0603 0.001 0.001 0.001 
Median 0.0693 0.0705 0.0561 0.001 0.001 0.001 
St. dev. 0.0883 0.0908 0.0783 
2 . Mean 0.0369 0.0381 0.0299 0.055 0.001 0.001 
Median 0.0351 0.0352 0.0281 0.002 0.001 0.001 
St. dev. 0.0552 0.0590 0.0486 I 
3 Mean 0.0172 0.0174 0.0154 0.672 0.263 0.269 
Median 0.0136 0.0143 0.0129 0.853 0.501 0.510 
St. dev. 0.0499 0.0513 0.0474 
4 Mean 0.0088 0.0102 0.0083 0.001 0.748 0.260 
Median 0.0070 0.0074 0.0061 0.022 0.379 0.209 
St. dev. 0.0515 0.0533 0.0457. 
5 Mean 0.0022 0.0028 0.0026 0.045 0.793 0.880 
Median 0.0014 0.0016 0.0017 0.119 0.469 0.702 
St. dev. 0.0475 0.0490 0.0451 
6 Mean —0.0042  — 0.0038 — 0.0021 0.256 0.179 0.328 
Median — 0.0074  — 0.0068 — 0.0032 0.284 0.321 0.443 
St. dev. 0.0503 0.0517 0.0465 
7 Mean —0.0144 —0.0141 — 0.0106 0.242 0.002 0.008 
Median —0.0101  — 0.0092 — 0.0075 0.091 0.002 0.010 
St. dev. 0.0486 0.0490 0.0465 
8 Mean —0.0189 -—0.0178 — 0.0146 0.090 0.011 0.099 
Median —0.0137 ~ 0.0134 — 0.0116 0.203 0.001 0.002 
St. dev 0.0573 0.0609 0.0527 
9 Mean —0.0352 — 0.0349 — 0.0313 0.415 0.013 0 036 
Median —0.0318 —0.0324 — 0.0271 0.140 0.022 0.100 
St. dev. 0.0642 0.0648 0.0593 
High Median — 0.0651  — 0.0658 — 0.0563 0.273 0.001 0.001 
Median —0.0519 —0.0565 — 0.0495 0.965 0.001 0.001 
St. dev 0.0830 0.0831 0.0783 


Cash flow from operations is computed as operating income minus the change in non-cash 


working capital, plus depreciation and amortisation of intangible fixed assets, all scaled by lagged 
total assets. The CFO deciles are formed by ranking all observations within their sample year. 
The differences in means (medians) are evaluated using a paired t-test (Wilcoxon test). P-values 


relate to two-tailed tests. 


unusually low (high). Examination of the relative 
magnitudes of abnormal accruals reveals that the 
margin model produces less extreme estimates 
than those generated by the two Jones models. For 


21 An alternative explanation for the positive (negative) ab- 
normal accruals observed in the low (high) cash flow portfolio 
is that these firms are systematically managing their earnings 
upwards (downwards) as a means of smoothing reported in- 
come. Indeed, it is the inability to distinguish between measure- 


ment error and earnings management that makes it impossible . 


to draw inferences about absolute model specification in these 
portfolios. 


example, in the low CFO portfolio, mean (median) 
abnormal accruals for the margin model are 6.0% 
(5.6%) of lagged total assets, compared with 
around 7.5% for the s-J and m-J models. These 
differences are significant at the 0.001 level. Sim1- 
larly, in the high CFO portfolio, the mean level of 
abnormal accruals for the margin model is — 5.6% 
of lagged total assets, compared with — 6.5% for 
the s-J and m-J models (difference significant at 
the 0.001 level). To the extent that extreme oper- 
ating cash flows induce bias in estimated abnormal 
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accruals, these results are consistent with the mar- 
gin model being somewhat better specified than 
either the s-J model or the m-J model when cash 
flow performance is extreme. Note, however, that 
due to the nature of our empirical tests we are 
unable to make inferences regarding the absolute 
level of measurement error. In particular, we make 
no claim that the margin model is completely free 
of measurement error. 

Further analysis of Table 4 indicates several 
other findings worthy of comment. First, the mar- 
gin model’s apparently superior specification does 
not appear to be confined to the two extreme CFO 
portfolios. For example, relative to estimates gen- 
erated by the s-J and m-J models, margin model 
abnormal accruals are less positive in CFO decile 
2 and less negative in CFO deciles 7-9. Secondly, 
abnormal accruals generated by the s-J model are 
significantly lower than those generated by the 
m-J model when cash flows are unusually low 
(CFO deciles 1 and 2), suggesting the s-J model’s 
relative superiority when applied to firms with low 
operating cash flows. Finally, estimated abnormal 
accruals produced by the three models are indis- 
tinguishable from each other and close to zero in 
the mid cash flow portfolios (CFO deciles 5 and 
6), confirming the earlier finding that all models 
appear to be reasonably well-specified when ap- 
plied to firms characterised by ‘normal’ operating 
performance. 


4.3. Power to detect earnings management 

This section reports the results of simulations 
using artificially induced income-increasing earn- 
ings management. Figure 1 provides information 
regarding the relative power of alternative models 
at detecting earnings management. The graphs 
plot the frequency with which the null hypothesis 
of no earnings management is rejected (vertical 
axis) against the magnitude of the induced earn- 
ings management (horizontal axis). While we 
experiment with different magnitudes of income- 
increasing accruals management ranging from 0% 
to 100% of firms’ lagged total assets, the graphs in 
Figure 1 only plot earnings management levels up 
to 10% of lagged total assets, as in most cases the 
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generating relatively powerful tests for economi- 
cally plausible levels of accruals management. Spe- 
cifically,. all three models generate rejection fre- 
quencies for the null hypothesis of no 
income-increasing earnings management at (or 
close to) 100% for artificially induced accrual ma- 
nipulations of around 6% of lagged total assets or 
greater. These results hold for rejection frequencies 
evaluated at either the 5% or 1% test levels. Even 
for relatively low accruals manipulations of 
around 2% of lagged total assets, the rejection fre- 
quencies can be as high as 40%, depending on the 
particular accrual model used and the specific type 
of earnings management considered. These results 
contrast with the much lower rejection frequencies 
reported by Dechow et al. (1995) for the time- 
series versions of the Jones and modified-Jones 
models. For example, Dechow et al. (1995) report 
rejection rates of less than 30% for earnings 
management equal to 5% of total assets, with the 
rates only approaching 100% when artificially in- 
duced earnings management exceeds 50% of total 
assets. : 
Regarding the models’ relative power to detect 
earnings management, a noticeable feature of the 
power functions presented in Figure 1 is the ap- 
parent similarity in performance of the s-J and m- 
J models, particularly in relation to revenue man- 
ipulation (panel C). Our results therefore fail to 
confirm the findings reported by Dechow et al. 
(1995) that the m-J model is significantly more 
powerful at detecting revenue-based manipula- 
tions. We attribute this result to the small coeffi- 
cient estimates reported for the Jones models in 
Table 2, which act to dampen down the effect of 
revenue manipulations that contaminate the 
AREY term. In other words, when the estimated 
coefficient on AREV is as low as that reported in 
Table 2, it makes little difference whether or not 
AREV is adjusted for the change in debtors asso- 
ciated with revenue manipulation. 

While all three models evaluated in this study 
appear capable of detecting relatively low magni- 
tudes of accruals manipulation, results presented 
in Figure 1 suggest some important differences 
with respect to the performance of the Jones mod- 
els (s-J and m-J) and the margin model. For ex- 
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1 
Simnlation results of power functions for tests of earnings management using abnormal accruals. Simulations are 
performed using artificially induced amounts of earnings management ranging from 0% to 10% of lagged total 
assets using one-tailed test levels of 5% and 1%. The number of simulations is equal to 700. Abnormal accruals 
are estimated using the standard-Jones (solid line), the modified-Jones (dashed line) and margin (dotted line) 
models. 
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mal accrual activity are not contaminated by earn- This is because the smaller coefficent estimates ob- 
ings management. In contrast, the s-J and m-J tained in the first stage fit of the Jones models 
models are significantly better than the margin serve to dampen-down the effect of earnings 
model at detecting both bad debt manipulation management that contaminates the drivers of nor- 
(panel B) and revenue manipulation (panel C). mal accruals. In contrast, the larger coefficient es- 
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timates reported in Table 2 for the margin model 
are associated with a reduction in the model’s 
power to detect earnings management because a 
greater fraction of the artificially induced accruals 
manipulation is incorrectly attributed to normal 
accruals activity. 


5. Summary and conclusions 


This paper examines specification and power issues 
relating to the measurement of abnormal accruals 
using cross-sectional estimation procedures. While 
Guay et al. (1996), Dechow et al. (1995) and Kang 
and Shivaramakrishnan (1995) have evaluated the 
performance of accrual models estimated in time 
series, examination of the literature indicates that 
cross-sectional models are now more widely used 
in contemporary earnings management studies. 
Jeter and Shivakumar (1999) assess the perform- 
ance of cross-sectional abnormal accrual models 
using US data. Our paper presents further evi- 
dence on the performance of cross-sectional mod- 
els, including their power to detect artificially in- 
duced accrual management. In addition to 
evaluating the performance of cross-sectional ver- 
sions of the models proposed by Jones (1991) and 
Dechow et al. (1995), we also develop and test an 
alternative procedure, labelled the margin model. 
The margin model differs from existing procedures 
in that the drivers of normal accruals are derived 
from a formal model linking sales, accruals and 
earnings. 

Results indicate that all three cross-sectional 
models appear well specified when applied to a 
random sample of firm-years. However, additional 
tests indicate that the margin model generates rela- 
tively better specified estimates of abnormal accru- 
als when cash flow performance is extreme. In 
particular, abnormal accrual estimates produced 
by the margin model are significantly lower 
(higher) than those generated by either the stan- 
dard-Jones or modified-Jones models when oper- 
ating cash flows are unusually high (low). Further 
analysis designed to assess the models’ ability to 
detect known cases of accruals management indi- 
cates that all three procedures appear capable of 
generating high power tests for earnings manage- 
ment upwards of 5% of lagged total assets: for 
earnings management exceeding five percent of 
lagged total assets, all three models yield detection 
rates close to 100%. In contrast, Dechow et al. 
(1995) report rejection frequencies of between 20% 
and 30% for their time-series models for artificially 
induced earnings management equal to 5% of total 
assets. To the extent that comparisons across dif- 
ferent studies using accounting data produced un- 
der different institutional regimes are meaningful, 
these results provide some support for Subraman- 
yam’s (1996) findings that cross-sectional accrual 
models may be more powerful than their time- 
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series counterparts. Note, however, that the De- 
chow et al. (1995) models are based on a measure 
of total operating accruals (i.e. including depreci- 
ation), while the models examined in this paper are 
defined in terms of working capital accruals. This 
raises the possibility that the differences in rejec- 
tion frequencies between the two studies may be 
due to differences in the way accruals are defined, 
rather than to the use of alternative estimation 
procedures. As such, an alternative interpretation 
of the high rejection rates documented for the 
models in this study is that a pure working capital 
accruals measure may be more powerful than an 
operating accruals measure when earnings are 
managed via working capital accounts. Future re- 
search aimed at formally comparing the power of 
(a) alternative estimation procedures and (b) alter- 
native accrual definitions would therefore repre- 
sent an interesting contribution to the literature. 

. Regarding the relative power of the three mod- 
els, findings suggest that the standard-Jones and 
modified-Jones models are substantially more 
powerful at detecting subtle revenue and bad debt 
manipulations (i.e., less than 10% of lagged total 


. assets in magnitude). Thus, despite their ad hoc 


nature, these models still appear to represent rela- 
tively powerful solutions to the problem of detect- 
ing certain types of accrual management. The price 
for this improved detection power, however, is 
greater misspecification when cash flow perform- 
ance is extreme. Contrary to Dechow et al. (1995), 
we fail to document any significant difference in 
the relative power of the Jones and modified-Jones 
models to’ detect revenue manipulations. We at- 
tribute this result to the relatively small change in 
revenue coefficient estimates obtained from the 
first-stage regressions. In contrast to the findings 
for revenue and bad debt manipulations, the mar- 
gin model outperforms the standard- and modi- ` 
fied-Jones models at detecting non-bad debt ex- 
pense manipulations ranging from 1.5% to 6.5% 
of lagged total assets. We note, however, that the 
improved power of the margin model over that of 
the s-J and m-J models in relation to non-bad debt 
manipulations has to be balanced against its lower 
ability to detect revenue and. bad debt ` 
manipulations. 

An interesting implication of our results con- 
cerns the magnitude of the coefficient estimates 
from the first-stage regressions explaining total ac- 
cruals activity. In particular, our results show that 
while a large coefficient is good news if the asso- 
ciated explanatory variable is not ‘contaminated’ 
by the accrual manipulations the researcher is at- 
tempting to detect, it can be bad news when con- 
tamination is present. In the latter case, a smaller 
coefficient dampens down the effect of the con- 
tamination. It may therefore sometimes be better 
to work with a poorly fitting expectations model 
of accruals (or, indeed simply with observed ac- 
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cruals) when the explanatory variables are either 
contaminated by the accruals manipulations or 
they are correlated with these manipulations. 
Finally, in terms of providing practical guidance 
on the question of which abnormal accruals model 
to use, our results imply that this decision is likely 
to be contingent on the form the earnings manage- 
ment is expected to take. If earnings management 
via revenue or bad debt accounts is anticipated, 
then the standard-Jones and modified-Jones mod- 
els appear to offer the greatest chance of detecting 
it. Alternatively, if expense manipulation (exclu- 
sive of bad debts) is anticipated, then the margin 
model may be more appropriate. In the absence of 
any strong priors regarding the specific type of ma- 
nipulation used, our results suggest that using all 
three models in combination may afford the 
greatest chance of detecting earnings management. 
Irrespective of the specific approach used, how- 
ever, accurate detection of small-scale accruals 
management (1.e., less than 5% of total assets in 
magnitude) remians fraught with difficulty. 


References 


Becker, C., DeFond, M. L., Jiambalvo, J. and Subramanyam, 
K. R. (1988). “The effect of audit quality on earnings manage- 
ment’. Contemporary Accounting Research, 15 (Spring): 1—24. 

Beneish, M. D. (1988). ‘Discussion of “Are accruals during in- 
itial public offerings opportunistic?” °. Review of Accounting 
Studies, 3 (1-2): 209-221. 


ACCOUNTING AND BUSINESS RESEARCH 


Dechow, P. Kothari, S. P. and Watts, R. (1998). “The relation 
between earnings and cash flows’. Journal of Accounting and 
Economics, 25 (2): 133-168. 

Dechow, P., Sloan, R. and Sweeney, A. (1995). ‘Detecting earn- 
ings management’. The Accounting Review, 70 (April): 
193-225. 

DeFond, M. L. and Jiambaivo, J. (1994). ‘Debt covenant vio- 
lation and the manipulation of accruals’. Journal of Account- 
ing and Economics, 17 (1-2): 145-176. 

Guay W. R., Kothari, S. P. and Watts, R. (1996). ‘A market- 
based evaluation of discretionary accrual models’. Journal of 
ahs Research, 34 (Supplement): 83-105. 

Healy, P. (1985). ‘The effect of bonus schemes on accounting 
decisions’. Journal of Accounting and Economics, 7 (April): 
85-107. 

Jeter, D. C. and sivaus L. (1999). ‘Cross-sectional esti- 
mation of abnormal accrual models using quarterly and an- 
nual data: effectiveness in detecting event-specific earnings 
management. Accounting and Business Research, 29 (Au- 
tumn): 299-319. 

Jones, J. (1991). ‘Earnings management during import relief 
investigations’. Journal of Accounting. Rescaten, 29 (Autumn): 
193-228. 

Kang, S.-H. and Shivaramakrishnan, K. (1995). “Issues in test- 
ing earnings management and an instrumental variable ap- 
proach’. Journal of Accounting Research, 33 (Autumn): 
353-367. 

Subramanyam, K. R. (1996). ‘The pricing of discretionary ac- 
cruals’. Journal of Accounting and Economics, 22 (1-3): 
249-281. 

Teoh, S. H., Wong, T. J. and Rao, G. R. (1998). ‘Are accruals 
during initial public offerings opportunistic?’. Review of Ac- 
counting Studies, 3 (1-2): 175-208. 

Young, S. (1999). ‘Systematic measurement error in the esti- 
mation of discretionary accruals: an evaluation of alternative 
modelling procedures’. Journal of Business, Finance and Ac- 
counting, 26 (September—Cctober): 833-862. 


JOURNAL OF ACCOUNTING & ECONOMICS 


Table of Contents 
Volume 29, Number 1 
2000 


International Accounting 
Ray Ball, S.P. Kothari and Ashok Robin 
The Effect of International Institutional Factors on Properties of Accounting 
Earnings | | 
David A. Guenther and Danqing Young 
The Association Between Financial Accounting Measures and Real Economic 
Activity: A Multinational Study 


David Aboody and Ron Kasznik 
CEO Stock Option Awards and Corporate Voluntary Disclosures 


Daniel Collins and Paul Hribar f 
Earnings-Based and Accrual-Based Market Anomalies: One Effect or Two? 


Xiao-Jun Zhang 
Conservative Accounting and Equity Valuation 


Advertisements 


Accounting, Business and 
Financial History 


Volume 10, No. 1 


Contents 


Basil S. Yamey 
The ‘particular gain or loss upon each article we deal in’: an aspect of 
mercantile accounting, 1300—1800 


Christopher Noke 
No value in par: a history of the no par value debate in the United 
Kingdom 


José Ramón Garcia López 
Banking merchants and banking houses: the hidden key to the workings | 
of the Spanish banking system in the nineteenth century 


Derek Matthews 
Oral history, accounting history and an interview with Sir John 
Grenside 


Book reviews 


t Levenstein Accounting for Growth: Information Systems and the 
Creation of the Large Corporation 
by Richard K. Fleischman 


H. Coombs, J.R. Edwards and H. Greener (eds) Double Entry Book- 
keeping in British Central Government, 1822-1856 
by R.H. Parker 


13 


85 


rey 


w ; 


Guide for Authors 


General 


Papers should be in English and consist of original unpublished work not currently being considered 
for publication elsewhere. They should be typed and double-spaced. Four copies should be submitted, 
together with a submission fee of £18 for subscribers or £36 for non-subscribers. In order to ensure an 
anonymous review, authors should not identify themselves, directly or indirectly. Experience has shown 
that papers that have already benefited from critical comment from colleagues at seminars or at 
conferences have a much better chance of acceptance. Where the research takes the form of field surveys 
or experiments, four copies of the instrument should be submitted. Where the paper shares data with 
another paper, four copies of the other paper must also be provided. In the case of papers accepted for 
publication, authors will be asked to provide, where possible, a disk version of the manuscript, along 
with a hard copy version. Authors of accepted papers will also be asked to transfer copyright to the 
publishers. 


Presentation 


.A cover page should show the title of the paper, the author's name, title and affiliation, and any 
acknowledgements. The title of the paper, but not the author's name, should appear on the first page 
of the text. An abstract of 150-250 words should be provided on a separate page immediately preceding 
the text. Section headings should be numbered using Arabic numerals. 


Tables and figures 


Each table and figure should bear an Arabic number and a title and should be referred to in the text. 
Sources should be clearly stated. Sufficient details should be provided in the heading and body of each 
table and figure to reduce to a minimum the need for cross-referencing by readers to other parts of the 
manuscript. Tables and figures should appear at the end of the paper, with its most appropriate placing 
noted in the paper itself. Diagrams and charts should be submitted in camera-ready form. 


Footnotes 


Footnotes should be used only in order to avoid interrupting the continuity of the text, and should not 
be used to excess. They should be numbered consecutively throughout the manuscript with superscript 
Arabic numerals. They should not be used in book reviews. 


References 


References should be listed at the end of the paper and referred to in the text as, for example, (Zeff, 
1980: 24). Wherever appropriate, the reference should include a page or chapter number in the journal 
or book in question. Only works cited in the paper should be included in the list. Citations to 
institutional works should if possible employ acronyms or short titles. If an author’s name is mentioned 
in the text it need not be repeated in the citation, e.g. ‘Tippett and Whittington (1995: 209) state...’ 


In the list of references, titles of journals should omit an initial “The’ but should not otherwise be 
abbreviated. The entries should be arranged in alphabetical order by surname of the first author. 
‘Multiple works by the same author should be listed in chronological order of publication. Some 
examples are: 


Accounting Standards Steering Committee (1975). The Corporate Report. London: ASC. 

Tippett, M. and Whittington, G. (1995). ‘An empirical evaluation of an induced theory of financial 
ratios’. Accounting and Business Research, 25 (Summer): 208-218. 

Watts, R. L. and Zimmerman, J. L. (1986). Positive Accounting Theory. Englewood Cliffs, NJ: 
Prentice-Hall. 


- 
` 
| - 


Style and spelling 
Abbreviations of institutional names should be written as, for example, FASB and not F.A.S.B; those . 


of Latin terms should contain stops (thus i.e. not te). Words such as ‘realise’ should be spelled ith an 
‘s’ not a ‘z’. Single quotations marks should be used, not double. fob \ ; 





Mathematical notation 


Mathematical notation should be used only where it adds rigour and precision, ! vid hould Beprop y | 
explained in the text. Equations should be numbered in parentheses, flush with) the pl 7! 


